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Appreciated stock is generally one of the best assets that an individual can donate to a charity. Usually the donor can deduct the
full value of the stock yet avoid recognizing taxable gain from
the stock’s increased value. The tax-exempt charity usually pays
no tax on dividend income or on the gain from selling the stock.
However, from the perspective of both the donor and the charity
there are three “bad things“ that happen when S corporation
stock is contributed to a charity: (1) the donor’s income tax deduction is usually less than the appraised value of the stock; (2)
the charity must pay the unrelated business income tax (UBIT)
on its share of all S corporation income; and (3) the charity must
pay UBIT on its gain from the sale of the S corporation stock.
This is much harsher tax treatment than if the charity had received and sold an ownership interest in an identical closely-held
business enterprise that had been organized as a C corporation,
a limited liability company or a partnership.
This article examines the relevant laws and optimal tax
planning strategies for charitable gifts of S corporation stock.
First, the article examines the relevant S corporation laws and
tax-exempt organization laws that could have an impact on a
contribution of S corporation stock. For example, whereas
every charity and every grantor charitable lead trust can own S
corporation stock, a charitable remainder trust is prohibited
from doing so. Whereas a private foundation and a donor advised fund must generally dispose of donated S corporation
stock within five years of receipt, most public charities do not
have such a time limit.
Second, the article identifies the best ways to structure a
charitable gift under the existing laws. In most cases, both the
donor and the charity will be better off if the S corporation
makes a charitable contribution of some of its assets compared
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to a shareholder making a donation of S corporation stock. If
there will indeed be a gift of S corporation stock, then the tax
burden can usually be reduced if the gift is made to a charitable
trust that then sells the stock and contributes the sales proceeds
to the ultimate intended charity. Finally, the article contains suggestions for legal reforms that will make the tax treatment of
donated S corporation stock more consistent with the treatment
of a donated ownership interest in a C corporation, a limited
liability company or a partnership.
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1 For analysis of S corporation returns, see Heather Duffy Parisi, S Corporation
Returns, 2006, IRS STATISTICS OF INCOME BULLETIN, 92 & 98 (2009) available at
http://www.irs.gov/pub/irs-soi/09sumbul1120s.pdf. See also Kelly Luttrell, S Corporation
Returns, 2003, IRS STATISTICS OF INCOME BULLETIN, 91-165 (2006) [hereinafter
Luttrell 2003] available at http://www.irs.gov/pub/irs-soi/03scorp.pdf; Kelly Luttrell,
Wholesale and Retail Trade Division Dominates S Corporations since 1959, IRS STATISTICS OF INCOME BULLETIN 175, Figure B (2007) available at http://www.irs.gov/
pub/irs-soi/59scorp.pdf.
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When Congress permitted tax-exempt charities and tax-exempt retirement plans to own stock of Subchapter S corporations in 1998, two
areas of law intersected, and the results were not pretty. The laws governing tax-exempt organizations had never coordinated with the laws
governing S corporations, but now the two had to interact. A tax-exempt organization’s acquisition of S corporation stock faces two sets of
challenges. The first is simply to comply with both sets of laws, since
each set contains many technical rules and any violation can have serious consequences. The second challenge is to structure the transaction
in a manner that will generate the smallest tax liability. With over 3.5
million S corporations and over 6 million shareholders in existence,
many parties are affected.1
Many mistakes have occurred from innocent violations of technical
rules. For example, whereas either a charity or a qualified retirement
plan can own S corporation stock, a charitable remainder trust (CRT)
and an individual retirement account (IRA) cannot. There have been
many mistaken transfers of S corporation stock to ineligible shareholders and the transactions have had to be undone to avoid loss of S corporation tax status.
For most tax planners, though, the greatest challenge is to minimize
the tax liability that an eligible tax-exempt S corporation shareholder
must pay when it holds and sells S corporation stock. Whereas tax-ex-
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I.R.C. §§ 512(b)(1), (5).
I.R.C. § 512(e)(1) imposes the unrelated business income tax on all income that
such a tax-exempt organization derives from an S corporation. The only tax-exempt organization exempted from the tax is an employee stock ownership plan. I.R.C.
§ 512(e)(3).
4 A C corporation is any corporation that is not an S corporation. It is taxed under
Subchapter C of the Internal Revenue Code. I.R.C. § 1361(a)(2).
5 This outcome is illustrated infra note 29 and infra Part VII.B.3.
6 I.R.C. §§ 1361(b)(1)(B) and 1361(c)(6) permit organizations that are exempt
under I.R.C. § 401(a) (qualified retirement plans) and I.R.C. § 501(c)(3) (charities) to be
shareholders of S corporations. There is also a narrow exemption for certain IRAs and a
Roth IRA that held stock of a specific financial institution in the year 2004. I.R.C.
§§ 1361(c)(2)(A)(vi), 1361(c)(2)(B)(vi).
3
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empt organizations normally pay no income tax on their investment income,2 Congress exacted a price for allowing tax-exempt charities and
retirement plans to own S corporation stock: they must generally pay
tax on their share of all S corporation income and also on their gain
from selling the S corporation stock.3 This is much harsher tax treatment than if the same business had been structured as a partnership,
limited liability company (LLC) or a C corporation.4 In fact, if a charitable transaction is not properly planned, more tax can be paid when S
corporation stock is owned and sold by a tax-exempt charity than if it is
owned and sold by the contributing donor.5 This frustrates Congressional policies of encouraging charitable gifts and having charities
devote resources to charitable purposes.
This article will examine the relevant laws and will identify the
types of transactions that the laws encourage and discourage. The article will focus on S corporation stock contributed to and held by a charity, although many of these issues will also apply to stock held by the
only other type of tax-exempt entity permitted to own such stock: a
qualified retirement plan.6
The article also contains proposals to reform laws to simplify the
administration of the tax laws and to produce more consistent tax treatment for a charitable gift of any type of ownership interest in a closelyheld business. Generally the situation would be greatly improved if
Congress changed the laws governing a tax exempt organization’s ownership of S corporation stock to more closely resemble the rules that
currently apply to a tax exempt organization’s ownership of a partnership interest. The complexity over ineligible shareholders would disappear (e.g., a charitable remainder trust and an IRA can own a
partnership interest). In addition, the underlying tax policies for the application of the unrelated business income tax (UBIT) to tax-exempt
organizations would be improved. For example, whereas a tax-exempt
organization normally does not pay UBIT on its investment income and
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capital gains, including such income that it might receive indirectly
through a partnership,7 the broad sweep of the S corporation statute
imposes a UBIT liability on all S corporation taxable income, including
passive investment income.8 The tax treatment should be more
consistent.
This article examines the rules that govern a shareholder’s charitable gift of S corporation stock, which is typically how most parties expect that a transaction will be structured. The companion article,
Charitable Gifts by Subchapter S Corporations: Opportunities and Challenges (Article I), which was published in the preceding issue,9 focused
on the rules that govern charitable gifts made by an S corporation. As
was demonstrated in that article, a charitable gift made by the S corporation will usually produce a better tax outcome to both the shareholder
and the charity than a shareholder’s gift of S corporation stock.10
II. OVERVIEW

OF

CURRENT LAW - THE BAD, THE GOOD
AND THE UGLY

A. The Bad - A Higher Tax Cost for a Gift of S Corporation Stock
1. Overview

7

08/05/2011 14:05:14

Treas. Reg. § 1.512(c)-1. See infra note 21 and the accompanying text.
I.R.C. § 512(e)(1)(B)(i) states “notwithstanding any other provision of this part,
(i) all items of income, loss, or deduction taken into account under section 1366(a) . . .
shall be taken into account in computing the unrelated business taxable income of such
organization” (emphasis added).
9 Christopher R. Hoyt, Charitable Gifts by Subchapter S Corporations: Opportunities and Challenges, 36 ACTEC L.J. 477 (2011) [hereinafter Article I].
10 Id. at 479-80.
11 See, for example, Rev. Rul. 2004-51, 2004-1 C.B. 974, where the Service ruled that
it was permissible for a university and a for-profit telecommunications company to form
an LLC that would broadcast lectures to various locations. The Service also permitted a
business league to indirectly invest in a for-profit joint venture. PLR 200528029 (July 15,
8
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One can better comprehend the many technical legal issues that
will be addressed in this article by first understanding how charitable gift
planners usually structure charitable gifts of closely-held business interests. One can then appreciate how a charitable gift of S corporation
stock can produce dramatically different tax results compared to a similar gift of C corporation stock, a partnership interest, or an LLC interest. A charitable gift planner must rethink basic planning principles or
else the gift of S corporation stock could prove costly to the charity.
The most likely way that a charity will acquire S corporation stock
is as a charitable contribution from a donor. Whereas a charity will occasionally invest in a partnership or an LLC that will further its exempt
purpose,11 the potential UBIT liability discourages a charity from in-
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vesting its own resources in an S corporation to engage in a charitable
activity.12
2. Tax Laws Generally Encourage Gifts of Appreciated Stock
One reason that so many S corporation shareholders are interested
in donating their stock is that normally the best way to structure a large
charitable gift is to contribute appreciated stock to a public charity.
The tax equation has two parts: the donor’s perspective and the
charity’s perspective. The donor gets the double tax benefit of an income tax deduction for the appreciated value of the property13 and also
avoids recognizing the taxable gain that would have occurred had the
property had been sold.14
For example, if a donor makes a charitable contribution of publicly
traded stock worth $100 that the donor purchased for $40, the donor can
deduct the $100 value and will never recognize the $60 of appreciation
as taxable income. This is the case even if appreciated property is used
to satisfy a legally binding pledge.15 This result is normally much better
than selling the stock for a $60 gain and then getting the same $100
charitable tax deduction with a gift of the cash sale proceeds. Donors
are aware of this benefit and often make large gifts of appreciated stock
or real estate shortly before the property is sold.
The second part of the equation is that the charity usually has no
adverse tax consequences from either receiving or selling the donated
stock. A charity is a tax-exempt organization and normally pays no income tax except for the UBIT liability on unrelated business taxable
30565-act_36-4 Sheet No. 18 Side A
08/05/2011 14:05:14

2005). A tax-exempt organization was permitted to sell a half interest in a scholarly journal to a for-profit publisher and to share royalties. PLR 200610022 (Mar. 10, 2006).
12 I.R.C. § 512(e)(1)(B) states “ notwithstanding any other provision of this part, (i)
all items of income, loss, or deduction taken into account under section 1366(a) . . . shall
be taken into account in computing the unrelated business taxable income of such organization” (emphasis added). The statute can be interpreted to mean that all income generated by an S corporation is unrelated business taxable income, even if the S corporation
is a charity’s wholly-owned subsidiary that is carrying out the charity’s exempt activities.
It is clear that a charity can invest in a partnership or an LLC that will carry out the
charity’s exempt purposes without triggering UBTI (please see the preceding footnote).
Therefore, the use of a partnership or an LLC is a much safer vehicle for a charity to
accomplish its exempt purposes than an S corporation.
13 I.R.C. § 170(a). There may, however, be a reduction in the amount of the charitable deduction if a sale of the donated property would have produced a gain that was not a
long-term capital gain. I.R.C. § 170(e)(1).
14 Wekesser v. Comm’r., T.C. Memo 1976-214.
15 Rev. Rul. 55-410, 1955-1 C.B. 297. PLR 8830064 (July 29, 1988). This is an exception to the general rule that satisfying a liability with appreciated property will cause a
taxpayer to recognize a taxable gain. Helvering v. Hammel, 311 U.S. 504 (1941), ElectroChemical v. Comm’r., 311 U.S. 513 (1941).
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income (UBTI).16 It pays no tax on its exempt function income (e.g.,
college tuition or symphony ticket sales)17 or on its passive investment
income, such as interest, dividend or capital gain income.18 Thus a charity usually pays no tax on the investment income generated by a donor’s
gift or on the capital gain from selling the donated gift.
3. Three Bad Things Happen with a Gift of S Corporation Stock
With a gift of appreciated S corporation stock, however, the rules
are different. From the charitable gift planner’s perspective, three bad
things happen when a donor contributes appreciated S corporation
stock to a charity, discussed below.
a. Donor’s Income Tax Deduction Is Often Less Than
Appraised Stock Value

08/05/2011 14:05:14

16 I.R.C. § 501(a), (c)(3) grant tax exempt status. The tax on unrelated business
taxable income is described in I.R.C. §§ 511 - 514.
17 I.R.C. § 513(a) defines an unrelated trade or business to be the conduct of a trade
or business which is not substantially related to the performance of the organization’s
charitable function.
18 I.R.C. § 512(b)(1) (interest and dividends), (5) (capital gains).
19 The last sentence of § 170(e)(1) (relating to income tax charitable deductions for
contributions of ordinary income and capital gain property) states: “For purposes of applying this paragraph in the case of a charitable contribution of stock in an S corporation,
rules similar to the rules of section 751 shall apply in determining whether gain on such
stock would have been long-term capital gain if such stock were sold by the taxpayer.”
See the example infra in Part VI.A.4. for the impact that this has on a typical transaction
where the corporation will likely redeem the stock. The shareholder’s income tax deduction is less than the appraised value but the corporation must purchase the stock from the
charity for the full market value.
20 Section 751 contains the partnership “hot asset” rules that determine the amount
of ordinary income versus capital gain that partners have when they sell their partnership

30565-act_36-4 Sheet No. 18 Side B

Congress made the income tax deduction for a gift of S corporation
stock comparable to a gift of a partnership interest rather than a gift of
Subchapter C corporation stock. A donor is required to reduce the
charitable income tax deduction by the proportionate share of the ordinary income that the donor would have recognized if the S corporation’s
assets were liquidated (that is, the portion of a hypothetical gain from
selling all of the corporation’s inventory, assets subject to depreciation
recapture, and other ordinary income assets).19 This reduction only applies to donations of “appreciated stock” (stock with a value greater
than its adjusted basis). Congress applied the partnership “hot asset”
rules to charitable donations of appreciated S corporation stock, even
though a shareholder’s gain from selling S corporation stock is usually
100% capital gain, thereby creating inconsistent tax treatment between
charitable and non-charitable dispositions of such stock.20 For most do-
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nors, this adjustment does not significantly affect the amount of the
charitable tax deduction.
b. Charity Must Report All S Corporation Income as UBTI
Every day that the charity owns the stock, the charity must report its
share of the corporation’s income as UBTI and must pay UBIT. The
tax treatment is worse than a comparable gift of a partnership interest.
A charity does not pay UBIT on its share of a partnership’s passive
investment income, such as interest or capital gains,21 but it will have to
pay UBIT on such income earned by an S corporation.22 In 2006,

30565-act_36-4 Sheet No. 19 Side A
08/05/2011 14:05:14

interests for a gain. The rules also apply to charitable gifts of partnership interests that
have appreciated in value, since the charitable income tax deduction must be reduced by
the portion of the amount of ordinary income that would have been generated had the
property been sold. I.R.C. § 170(e)(1). See also PLR 9340043 (Oct. 8, 1993) which involved a charitable contribution made by an S corporation to a charitable remainder trust
of a partnership interest.
Thus, whereas Congress consistently applied the hot asset rules to both a sale and a charitable contribution of a partnership interest, it applied the hot asset rules only to a charitable contribution of S corporation stock and not to the sale of such stock. The gain from
selling the stock is completely capital gain. Mullins v. Comm’r., T.C. Summ. Op. 2005-72.
See also Treas. Reg. § 1.1(h)-1(a), which provides for capital gain treatment upon the sale
of S corporation stock, but also provides that there must be adjustments in the unusual
situation where an S corporation holds “collectible assets” (e.g., paintings or baseball
card collections) or if the stock was sold in an inter-corporate sale among related corporations (I.R.C. §§ 304, 306, etc.).
The application of the partnership hot asset rules solely to a charitable donation of S
corporation stock needlessly complicates the law. As will be addressed later in this article, a move toward more comprehensive partnership tax treatment of S corporations
would be an improvement over existing law.
21 An exempt organization will pay UBIT on its share of a partnership’s commercial
business activities. I.R.C. § 512(c). The activities of the partnership or LLC are attributed to the exempt organization. Rev. Rul 98-15, 1998-12 I.R.B. 6. However, since dividends, rents and capital gains are usually excluded from taxable UBTI (I.R.C.
§ 512(b)(1), (3), (6)), an exempt organization usually does not pay UBIT on its share of
such income earned by a partnership or LLC. Treas. Reg. § 1.512(c)-1; S. REP. NO. 851402 , at 1-5 (1958), reprinted in 1958-1 C.B. 656, 657.
22 I.R.C. § 512(e)(1) states:
If an organization described in section 1361(c)(6) [i.e., a charity or a Section
401(a) retirement plan] holds stock in an S corporation —
(A) such interest shall be treated as an interest in an unrelated trade or business; and
(B) notwithstanding any other provision of this part —
(i) all items of income, loss, or deduction taken into account under section
1366(a) . . . shall be taken into account in computing the unrelated business
taxable income of such organization.
(emphasis added.)
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over 23% of all S corporation income was from such investment
sources.23
c. Sale of Appreciated S Corporation Stock Triggers UBIT
Liability
Whereas normally a charity does not have UBTI when it sells stock
from its investment portfolio for a profit, a sale of appreciated S corporation stock will trigger a UBIT liability.24 The charity will calculate its
gain based on the donor’s basis, with adjustments.25
4. Repercussions of Current Tax Treatment

08/05/2011 14:05:14

23 Parisi, supra note 1, at 92 (computed from data in Figure A). S corporations had
$386 billion of income in 2006, of which $296 billion was from business operations and
the remaining $90 billion was from investments.
24 Normally an exempt organization excludes from the computation of UBTI any
capital gains earned from the sale of corporate stock. I.R.C. § 512(b)(6). However, with
regard to the sale of S corporation stock, I.R.C. § 512(e)(1)(B)(ii) overrides this exemption: “notwithstanding any other provision of this part. . . any gain or loss on the disposition of the stock in the S corporation shall be taken into account in computing the
unrelated business taxable income of such organization.”
25 Presumably a tax-exempt shareholder must use the same rules that apply when a
gift of S corporation stock is made from a shareholder to another individual: the tax basis
is carryover basis (the donor’s tax basis) increased by the post-gift taxable income and
decreased by the post-gift dividend distributions. If an exempt organization purchased
the S corporation stock, it must reduce the basis of the stock by the dividend distributions. I.R.C. § 512(e)(2).
26 See supra note 19.
27 I.R.C. § 512(e)(1)(B)(ii).
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With a gift of S corporation stock, the first part of the equation
continues to apply from the donor’s perspective. The donor still receives the double tax advantage that can be obtained with most gifts of
appreciated stock. The donor can claim an income tax deduction for the
appreciated value of the stock (slightly reduced for the ordinary income
component of the S corporation’s assets26) and can also avoid recognizing a taxable gain from the stock’s sale.
The problem is with the second part of the equation. Unlike the
usual tax-free treatment that applies when a tax-exempt organization
sells stock for a gain, the gain from the sale of S corporation stock is
taxable.27 A gift of S corporation stock merely shifts the tax burden
upon the stock’s sale from the donor to the charity.
A serious problem is that the charity’s tax liability can often be
greater than the liability that the donor would have incurred had the
donor sold the stock. Whereas individuals are currently subject to a
maximum federal tax rate of only 15% on their long-term capital
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gains,28 incorporated charities can pay marginal tax rates as high as 35%
on their long-term capital gains.29 Thus a charity could pay a 35% tax
rate on the same gain that would have triggered only a 15% rate to the
donor. Often the results will be better if the donor simply sells the stock
and incurs the federal 15% long-term capital gain tax and then makes a
gift of cash from the sales proceeds. In addition to incurring less overall
income tax, both the donor and the charity would avoid administrative
costs. For example, a cash gift avoids the cost of a qualified appraisal,
which is required if a donor claims an income tax deduction for a gift of
closely-held stock valued at over $10,000.30
B. The Good - Alternative Ways to Make a Gift

28

08/05/2011 14:05:14

I.R.C. § 1(h).
A charity that is non-profit corporation must calculate its UBIT liability using the
tax rates that apply to taxable corporations. I.R.C. § 511(a)(1). A corporation’s maximum tax rate on capital gains is 35%. I.R.C. § 1201. By comparison, the highest marginal tax rate for other corporate income is 39%. I.R.C. § 11(a). A charity that is a trust
rather than a non-profit corporation can pay the same low 15% rate as an individual.
I.R.C. §§ 1(e), (h), 511(b); Treas. Reg. § 1.511-1. See infra Part VII.B.3. for analysis.
30 See infra Part VI.A.3. for the appraisal requirements.
31 See Parisi, supra note 1, at 92.
32 Id. at 98 (computed from data in Figure G).
33 The pass-through of the charitable deduction is contained in Treas. Reg. § 1.13661(a)(2)(iii).
29
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Despite these three negative consequences, an optimist will observe
that charitable gifts by S corporations and their shareholders can be
structured in a multitude of ways. This is because in most cases an S
corporation is owned by just one or two shareholders who absolutely
dominate every aspect of the business operations.31 In 2006, 60% of S
corporations had only one shareholder and 29% had just two shareholders.32 Thus the parties can select the best possible asset for a charitable
gift, whether it is the shareholder’s stock or a specific asset owned by the
corporation. They can also select the best charitable beneficiary,
whether it is the intended charity or an affiliated organization that supports their favorite charity.
What are the best ways for a shareholder of an S corporation to
structure a charitable gift? The answer depends on many factors. In
most cases both the donor and the charity will benefit if the corporation
contributes some of its assets rather than having the shareholder contribute stock. With either type of gift, the tax benefit will be claimed by
the shareholder. Either the shareholder will deduct the shareholder’s
gift of stock, or the shareholder will deduct the corporation’s gift, since
an S corporation’s financial transactions flow through to the shareholder’s personal return.33 The principal advantage of having the S cor-
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See supra note 19 and the accompanying text.
I.R.C. § 512(b)(6). A possible exception is if the donated property were subject
to a mortgage, in which case there could be debt-financed UBIT. I.R.C. § 514.
36 See Article I, supra note 9, at 483-84.
37 See the discussion in Article I, supra note 9, at 502-06 for the controversy over
whether a corporation’s charitable gift to a charity that is a shareholder will be characterized as a charitable gift or as a dividend distribution to a shareholder.
38 See Article I, supra note 9, at 506.
39 Id.
40 See infra Part VII.D.
41 See Article I, supra note 9.
42 I.R.C. § 509(a)(3). In oversimplified terms, a supporting organization is a public
charity that is a “friend of” a publicly supported charity. It achieves its public charity
status by being controlled or supervised by the publicly supported charity.
35
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poration make the charitable gift is that the “three bad things”
described above will not apply. The donor’s charitable income tax deduction will not be reduced by the deduction adjustment that applies to
a gift of S corporation stock34 and the charity will usually not pay UBIT
when it owns or sells a gift received from a corporation.35
Although charitable gifts by S corporations generally provide a
shareholder with better tax benefits than a shareholder’s gift of stock,
there can be problems. First, a shareholder’s ability to claim an income
tax deduction for a corporation’s charitable gifts can be limited to the
shareholder’s basis in the stock, which could prevent shareholders who
have a low basis in their stock (a fairly common situation) from being
able to obtain a tax benefit from the corporation’s gift.36 Second, an S
corporation’s donation of appreciated property to a charity that is a
shareholder can trigger a taxable gain that can cause all shareholders,
including the charity, to pay an income tax.37 Third, if an S corporation
donates substantially all of its assets to a charity, the transfer might be
viewed as a liquidating distribution that would trigger a taxable gain.38
This is the case even if the recipient charity is not a shareholder of the
corporation.39 Fourth, other shareholders may object to a corporate
gift. Finally, there are a host of unanswered technical issues that can
impede a charitable gift.40 The advantages, complications and planning
strategies for charitable gifts by S corporations are analyzed in detail in
Article I.41
In many cases a corporate gift is not feasible and a shareholder’s
gift of stock may be the only viable option. If there will be a gift of S
corporation stock, then the donor and the charity should take steps to
minimize adverse tax consequences. For example, in many cases it may
be better if the donor contributes S corporation stock to a supporting
organization42 or to a different charity than to the ultimately intended
charitable beneficiary. A charity might have one supporting organization that is a trust and another that is a corporation. A charitable trust
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will typically pay less UBIT than a charitable corporation if the stock
will be sold shortly after it was contributed.43 If, however, the charity
will hold the stock for several years before it is sold, a non-profit corporation might pay less tax than a charitable trust, especially if the gain
from the sale of the stock will be small.44
Furthermore, the UBIT liability can often be reduced when a charity that owns the S corporation stock makes charitable grants from its
UBTI. A charity can claim a charitable income tax deduction for such
gifts that will reduce its UBIT liability.45 The charitable deduction can
vary depending upon the donor’s status as a charitable trust or a charitable corporation. A charitable trust can deduct up to 50% of its UBTI
whereas a charitable corporation is limited to a maximum 10%
deduction.46
C. The Ugly - Unresolved Legal Controversies
With so many technical rules, it is easy to make a mistake with a
transfer of S corporation stock that could have serious tax consequences. For example, whereas a qualified retirement plan can own S
corporation stock, an IRA cannot.47 Similarly, whereas some forms of
charitable lead trusts can own S corporation stock,48 a charitable remainder trust cannot.49 When an ineligible shareholder acquires S corporation stock, the corporation loses its Subchapter S status and
becomes a Subchapter C corporation, which has severe tax conse-
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43 See infra Part VII.B.3. for the UBIT rates paid by charitable corporations and
charitable trusts.
44 Id.
45 I.R.C. § 512(b)(10), (11).
46 Id.
47 I.R.C. § 1361(c)(6)(A) permits an I.R.C. § 401(a) qualified retirement plan (e.g.,
a pension plan, profit-sharing plan or ESOP) to be a shareholder. However, IRAs are
governed by a different statute (I.R.C. § 408) and are therefore ineligible to be shareholders of an S corporation. Congress enacted a narrow exception for certain IRAs that
owned bank stock in 2004. I.R.C. § 1361(c)(2)(A)(vi).
Transferring S corporation stock to an IRA is a common mistake and the Service has
repeatedly issued private letter rulings that excused the transfer as an “inadvertent termination” and allowed the transaction to be undone. See infra Part V.D.3. See infra note
51 for the general rules on inadvertent terminations and see infra note 67 for inadvertent
terminations involving gifts of S corporation stock to charities under applicable law
before 1998.
48 A charitable lead trust that is not a grantor trust can elect to be an Electing Small
Business Trust (“ESBT”). Treas. Reg. § 1.641(c)-1(k), Ex. (4). See infra Part V.C.3.
49 A charitable remainder trust is not listed as an eligible shareholder in I.R.C.
§ 1361(b)(1), (c)(2) or (c)(6), and, unlike a charitable lead trust, it is specifically prohibited from qualifying as an Electing Small Business Trust (“ESBT”). I.R.C.
§ 1361(e)(1)(B)(iii). See infra Part V.C.5.
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quences.50 The Service has been very generous to forgive inadvertent
mistakes and to allow such transactions to be undone,51 but obviously
all parties would have been better served if the mistake had never been
made in the first place.
Tax planning is further complicated by the many unanswered technical questions that inevitably arise when two worlds of law collide and
there is no guidance from the Service. For example, what happens when
a corporation switches from Subchapter S status to Subchapter C status
while a charity or a retirement plan owns the stock, and vice versa? If a
charity is one of several shareholders of an S corporation, under what
circumstances can the S corporation safely make a charitable gift to that
charity without having that payment be treated as a prohibited second
class of stock? If an S corporation incurs a loss from its business operations yet has income from investments, can a charity use the loss to reduce the UBIT liability from the investment income or will the “passive
loss limitation” disallow an offsetting loss deduction?52 What arrangements work best when a donor is about to sell the business or wants to
donate the entire S corporation to a charity? This article will examine
the most advantageous ways to structure charitable gifts of S corporation stock under the existing laws and will address many of the unanswered legal issues.
III. S CORPORATIONS

VERSUS

C CORPORATIONS

A. The Basics

08/05/2011 14:05:14

50 I.R.C. § 1362(d)(2)(A). Usually the worst result is that distributions to shareholders that are typically tax-free from an S corporation could be treated as taxable dividend income when made by a C corporation. Compare I.R.C. § 1368(b)(1), (c)(1), with
I.R.C. § 301(c). See infra note 57 for a discussion of the double taxation of C corporation
income.
51 I.R.C. § 1362(f) provides that if the Secretary determines that there was an inadvertent termination of an S corporation, and if all affected parties work to restore S
corporation status and make adjustments to income as if the corporation had never terminated, then, notwithstanding the terminating event, the corporation shall be treated as
never having lost its S corporation status. The legislative history instructs the Service to
be liberal in granting waivers. S. REP. NO. 97-640, at 3253-77 (1982), reprinted in 1982-2
C.B. 718, 723-24; H.R. REP. NO. 97-826 (1982), reprinted in 1982-2 C.B. 730, 735. As can
be seen from the many waivers for transferring S corporation stock to IRAs and to charitable remainder trusts, the Service has been very generous in granting inadvertent termination relief for mistaken transfers of stock. See discussion infra Parts IV.E., V.C.5.,
V.D.3.
52 I.R.C. § 469 generally provides that an owner of either a partnership interest or S
corporation stock cannot deduct his or her share of the organization’s business operating
losses unless that owner materially participates in the business operations.
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The Internal Revenue Code contains two alternative ways of taxing
corporations. The general rule is that a corporation is subject to the
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corporate income tax under Subchapter C of the Code (a C corporation).53 There is another option available to a corporation that has
fewer than 100 shareholders: it can file an election with the IRS to be
taxed under Subchapter S of the Code (an S corporation), provided that
it meets the eligibility criteria.54
Except for three unique situations, an S corporation does not pay
income tax.55 Instead, the corporation’s income is taxed directly to the
shareholders.56 The principal advantage of this tax treatment is that a
shareholder can avoid the double taxation of income that often occurs
with a C corporation.57
B. A Charity’s Perspective on Gifts of Stock

53

08/05/2011 14:05:14

I.R.C. § 11.
I.R.C. §§ 1361- 62.
55 I.R.C. § 1363. The three situations when an S corporation can pay income tax
only apply to S corporations that converted from C corporation status: (1) the LIFO
recapture tax of I.R.C. § 1363(d); (2) the passive income tax of I.R.C. § 1375; and (3) the
built-in gains tax of I.R.C. § 1374. See infra Part IV.D. for a description of these taxes in
further detail.
56 I.R.C. § 1366.
57 A C corporation’s income is often taxed twice. It is subject to the corporate income tax in the year that is earned. I.R.C. § 11. Then, when the corporation makes
distributions to its shareholders of its accumulated after-tax profits as a dividend, the
shareholders pay income tax on the dividend income. I.R.C. § 301.
54
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Most charities prefer to sell donated stock immediately rather than
hold it. Usually they want to apply the sale proceeds quickly to charitable purposes. If the gift is intended for an endowment, the charity will
prefer to liquidate the donated stock and reinvest the proceeds in accordance with its own investment policy. No charity wants to have its investment pool consist solely of the assets donated by contributors.
If the donated stock is traded on a national exchange, the sale is
easy. By comparison, stock of a closely-held business has an extremely
limited market. The potential purchasers are usually limited to the corporation, the shareholders, or a potential purchaser of the entire business. Closely-held C corporations usually do not pay substantial cash
dividends to their shareholders. Consequently, charities tend to scrutinize gifts of closely-held stock very closely to determine when the stock
can be converted to liquid assets.
A common strategy has been for a shareholder to contribute
closely-held stock with an informal understanding that the corporation
will redeem the stock in the future. As long as the charity is not compelled to sell the stock to the corporation at the time of the gift, the
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Service is agreeable with this arrangement.58 In fact, in 2002 the Tax
Court scolded the Service for challenging such a transaction and the Service thereafter announced that it would abide by its own revenue
rulings.59
This shareholder-gift-followed-by-redemption arrangement had
great appeal to shareholders of C corporations. First, the shareholder
was able to claim a charitable income tax deduction on his or her personal return for the gift of stock. With a gift of appreciated closely-held
stock to a public charity (as opposed to a private non-operating foundation) the shareholder could deduct the market value of the stock, rather
than the lower cost basis,60 and could also avoid recognizing any taxable
gain as if the stock had been sold. Second, it was the corporation’s cash
that was used to redeem the stock from the charity. This was a much
better tax result than if the corporation had paid a taxable dividend to
the shareholder and the shareholder had given the cash to the charity.61
This shareholder-gift-followed-by-redemption arrangement was a popular way for small business owners to make large charitable gifts.
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58 A shareholder with effective control over a corporation can donate shares to a
charity and, pursuant to a prearranged plan, can cause the corporation to redeem the
shares from the charity without personally realizing income as if the shares had been sold.
Rev. Rul. 78-197, 1978-1 C.B. 83. “The Service will treat the proceeds as income to the
donor under facts similar to those in the Palmer decision only if the donee is legally
bound, or can be compelled by the corporation, to surrender the shares for redemption.”
Id.
59 Rauenhorst v. Comm’r., 119 T.C. 157 (2002). The Service attempted to tax gain
to donors under a fact situation that was similar to the facts contained in Rev. Rul 78-197.
The Service argued that it was not bound by its own rulings. The Tax Court practically
scolded the Service for raising this argument. Taxpayers are allowed to rely on revenue
rulings as opposed to private letter rulings. Nine days after the Tax Court handed down
its decision, the Service announced that in the future it would follow its revenue rulings.
“It has been a longstanding policy of the Office of Chief Counsel that we are bound by
our published positions, whether in regulations, revenue rulings, or revenue procedures,
and that we will not argue to the contrary.” IRS Addresses Requirements For Papers
Filed In Tax Court, 2002 TAX NOTES TODAY 206-13 (Oct. 24, 2002) (Chief Council Notice CC-2002-043 (Oct. 17, 2002)).
60 With a gift of appreciated closely-held stock to a private non-operating foundation, a donor can only deduct the lower cost basis rather than the higher appreciated
market value. I.R.C. § 170(e)(1)(B)(ii). By comparison, a donor can deduct the higher
market value of a gift of publicly traded stock to a private non-operating foundation.
I.R.C. § 170(e)(5). See infra Part VI.A.6.c.
61 The shareholder would have had to pay income tax on the taxable dividend from
the C corporation but could then claim an offsetting charitable income tax deduction for
the cash gift. By contributing the stock, the shareholder is entitled to deduct the appreciated value of the stock without having to recognize any taxable income.
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C. Why Legislation Was Needed
What changed this paradigm of shareholder-gift-followed-by-redemption was the declining popularity of Subchapter C status for
closely-held corporations. After the Tax Reform Act of 1986 made the
taxation of S corporations more attractive than that of C corporations,
small businesses embraced S corporations. Whereas only 24% of corporations were S corporations in 1986,62 by 2006 over 66% of corporations
were S corporations.63 Every year approximately 90,000 C corporations convert to Subchapter S tax status.64 There are currently over 3.9
million S corporations and over 6.7 million shareholders.65
This trend posed a challenge to charities. Prior law had prohibited
charities from owning stock of an S corporation. Until the law was
changed, only individuals, estates and certain trusts were eligible to be
shareholders.66 If an ineligible shareholder, such as a charity or a charitable remainder trust, ever acquired stock of an S corporation, the corporation lost its S corporation tax status and converted into a taxpaying
C corporation.67 Charities witnessed a major source of charitable gifts
disappear when hundreds of thousands of small business owners converted their corporations to Subchapter S status. Many charities and
others lobbied Congress to add charities to the list of eligible sharehold-
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62 Amy M. Gill & Susan M. Wittman, S Corporation Returns, 1993, IRS STATISTICS OF INCOME BULLETIN, 27-28 (1996), available at http://www.irs.gov/pub/irs-soi/
93cosreturns.pdf.
63 Parisi, supra note 1, at 92.
64 Of the 350,000 corporations that elected S corporation status in 2006, 86,000 corporations converted from Subchapter C to Subchapter S and 264,000 were newly incorporated businesses. Parisi, supra note 1, at 92. The number of conversions in 2001, 2002
and 2003 were 93,400, 90,700 and 90,100, respectively. Luttrell 2003, supra note 1, at 91;
Kelly Luttrell, S Corporation Returns, 2002, IRS STATISTICS OF INCOME BULLETIN, 59 (2005), available at http://www.irs.gov/taxstats/article/0,,id=140138,00.html; Kelly
Bennett, S Corporation Returns, 2001, IRS STATISTICS OF INCOME BULLETIN, 47
(2004), available at http://www.irs.gov/taxstats/article/0,,id=125363,00.html; Kelly Bennett, S Corporation Returns, 2000, IRS STATISTICS OF INCOME BULLETIN, 63
(2003), available at http://www.irs.gov/taxstats/article/0,,id=117399,00.html.
65 Parisi, supra note 1, at 92, 98.
66 I.R.C. § 1361(b)(1), amended by Small Business Job Protection Act of 1996, Pub.
L. No. 104–188, § 1301, 110 Stat. 1755 (1996) (“SBJPA”).
67 I.R.C. § 1362(d). However, the Service repeatedly granted “inadvertent termination” relief when shareholders mistakenly gave S corporation stock to charities before
such gifts were permitted in 1998. See infra Parts IV.E., V.C.5., and V.D.3. for the rules
governing inadvertent terminations, especially when S corporation stock was transferred
to a charitable remainder trust or to an IRA.
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ers. Their wish was granted: beginning in 1998, charities and qualified
retirement plans could own stock of an S corporation.68
D. Charity’s Mistake — To Structure S Corp Gifts Like C Corp
Gifts
Once the law was enacted, many charities approached small business owners ready to make the same shareholder-gift-followed-by-redemption transaction that had been popular with closely-held C
corporations. What many people didn’t realize was that they could
often accomplish better results by structuring the gift in a manner that
had always been permitted: have the S corporation contribute some of
its appreciated assets rather than have the shareholder contribute some
of his or her stock. Either way, the charitable income tax deduction
would appear on the shareholder’s personal income tax return. The
shareholder would deduct the shareholder’s personal gift of S corporation stock or, as a shareholder of a pass-through entity, would report the
charitable gifts made by the S corporation. The opportunities and challenges posed by charitable gifts made by S corporations are examined in
Article I.69
IV. ELIGIBILITY REQUIREMENTS

FOR AN

S CORPORATION

A. History and Policy for Restrictions

08/05/2011 14:05:14

68 I.R.C. § 1361(c)(6) was added to the Code by SBJPA. Section 1316(a) of SBJPA
permitted a charity and an I.R.C. § 401(a) qualified retirement plan to be an eligible
shareholder of an S corporation beginning on January 1, 1998.
69 Article I, supra note 9.
70 It was section 64(c) of the Technical Amendments Act of 1958, Pub. L. No. 85866, 72 Stat. 1606 (1958) (codified as amended at I.R.C. § 6037(1958)).
71 In 1954, President Eisenhower proposed that corporations with a small number of
shareholders should be given the choice to be taxed as partnerships and that partnerships
should also have the option to be taxed as corporations. The President’s Budget Message
of Jan. 21, 1954, 100 Cong. Rec. 567, 571. For analysis of the history of the legislation, see
JAMES EUSTICE & JOEL KUNTZ, FEDERAL INCOME TAXATION OF S CORPORATIONS 1.011.04 (4th ed. 2001); SAMUEL STARR, S CORPORATIONS: FORMATION AND TERMINATION,
A-1 to A-4 (BNA Tax Management Portfolio 2008).
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Subchapter S was added to the Internal Revenue Code in 1958,70
spurred by an initiative proposed by President Eisenhower to reduce the
disparity between corporate and partnership tax treatment for small
businesses.71 The legislation was a compromise that permitted many
closely-held corporations to achieve something like partnership tax status. Congress restricted Subchapter S treatment to the simplest and
smallest of businesses. For example, an S corporation can only have one
class of stock, thereby prohibiting S corporations from having complex
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capital structures that could include both common stock and preferred
stock.72
The 1958 legislation proved to be very technical and challenging for
small businesses. Innocent mistakes could trigger punishing tax treatment. The popularity of S corporations dramatically increased when the
rules were simplified by the Subchapter S Revision Act of 1982.73
Most U.S. corporations with fewer than 100 shareholders are eligible to be S corporations. A few are prohibited because of technical matters concerning the nature of the corporation’s operations or its history
that make it ineligible. The most common reason that a corporation
might not qualify as an S corporation is if it has a shareholder who is not
eligible to own S corporation stock. This is what prevented charities
from owning S corporation stock until 1998 and continues to prevent
CRTs and IRAs from becoming S corporation shareholders.
In order to qualify as an S corporation, the corporation must satisfy
the following criteria:
1. be a domestic corporation,74
2. have a maximum of 100 shareholders75 and
3. each shareholder must be eligible to own S corporation
stock,76
4. have only one class of stock,77
5. not be an insurance company and not engage in a few
other restricted activities,78 and
6. must have filed with the Service a valid election of Subchapter S status that was signed by every shareholder.79

72
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See infra note 100 and accompanying text.
Subchapter S Revision Act of 1982, Pub. L. No. 97-354, 96 Stat 1669 (1982).
74 I.R.C. § 1361(b)(1).
75 I.R.C. § 1361(b)(1)(A), (c)(1).
76 I.R.C. § 1361(b)(1)(B)-(C); 1361(c)(2) , (c)(6), 1361(d).
77 I.R.C. § 1361(b)(1)(D).
78 I.R.C. § 1361(b)(2).
79 I.R.C. § 1362; Treas. Reg. § 1.1362-6(a)(2)-(b)(1).
80 A nonresident alien is prohibited from owning stock of an S corporation. I.R.C.
§ 1361(b)(1)(C).
73
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These restrictions and the challenges that they pose to tax-exempt
shareholders are addressed in further detail in the following parts. Note
that none of these restrictions apply to C corporations, partnerships, or
LLCs. Hence, any business that might face a situation that would violate one of these rules, such as having a foreign investor (an ineligible
shareholder),80 should choose a form of business other than an S
corporation.
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B. Maximum of 100 Eligible Shareholders
An S corporation may not have more than 100 shareholders,81 although for purposes of this limitation an entire family can be treated as
a single shareholder.82 Partnerships and C corporations are therefore
prohibited from owning S corporation stock since their ownership might
permit thousands of individuals to indirectly own stock of an S corporation. Certain types of trusts can own S corporation stock, in which case
each trust beneficiary will usually count toward the 100 shareholder
limit.83 Even when there are fewer than 100 shareholders, there is the
additional requirement that every shareholder must be eligible to own S
corporation stock.84
Whereas the 100 shareholder limit is usually not a problem for most
S corporations, the limitation has posed a relatively unique challenge
since the time that charities became eligible to own stock of S corporations. The issue usually arises when an estate planner inserts a relatively
common clause into a trust instrument that grants someone the power to
distribute assets to any number of charities if, for example, a person
died without any surviving heirs. In that case there could be potentially
thousands of charitable beneficiaries of that trust, which clearly exceeds
the 100 shareholder limit.85 In August 2008, the Department of the
Treasury issued final regulations86 for electing small business trusts and
concluded that such a power of appointment will not terminate an S
corporation election unless it was in fact exercised in such a way that
terminated the S corporation status (for instance, stock was in fact issued to over 100 charities).87 If a trust contains such a power, the uni-

08/05/2011 14:05:14

I.R.C. § 1361(b)(1)(A).
I.R.C. § 1361(c)(1). For purposes of the 100 shareholder limitation, a husband,
wife, and all members of a family (and their estates) are treated as one shareholder.
Members of a family have a common ancestor, subject to a maximum of six generations.
All lineal descendants of the common ancestor, and any spouse or former spouse of the
common ancestor or any of the lineal descendants, are treated as a single shareholder.
An adopted child and a foster child are treated as descendants. Id.
83 Generally a trust can have an unlimited number of beneficiaries for up to two
years after a shareholder’s death, but the trust must distribute all of its S corporation
stock to eligible beneficiaries before the two year period expires. A few trusts, such as an
electing small business trust and a voting trust, can hold stock for longer periods, but in
that case each trust beneficiary counts toward the 100 shareholder limit. See infra Part
V.A.2.
84 See infra Part V. for a description of eligible shareholders.
85 See Treas. Reg. § 1.1361-1(m)(4)(vi)(B), which applies to electing small business
trusts. By comparison, a conventional trust can hold stock of a deceased shareholder for
up to two years after the shareholders death even if the trust has thousands of beneficiaries. See infra note 145.
86 T.D. 9422, 2008-42 I.R.B. 898.
87 Treas. Reg. § 1.1361-1(m)(4)(vi)(A).
82
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verse of potential charitable recipients will be counted collectively as
only a single beneficiary.88
Before the regulations were issued the Service routinely granted
relief for such trust provisions as “inadvertent terminations,” though
usually corrective actions had to be taken. The Service waived the problem when the trust instruments were reformed to limit the number of
potential charitable beneficiaries to a maximum of twenty charities89 or
to five specifically named charities.90 Another solution was for the person who possessed such a power to disclaim that power.91 In several
rulings the Service concluded that the possibility that contingent charitable beneficiaries would in fact receive assets was so remote as to be
negligible and it allowed the potential charitable beneficiaries to be
ignored.92
As an observation, the current 100-shareholder limit represents a
steady increase in the number of eligible shareholders. The original
limit had been ten shareholders in 1958,93 increased to fifteen shareholders in 1979 (a husband and wife were then treated as a single shareholder),94 twenty-five shareholders in 1982,95 thirty-five shareholders in
198396 and seventy-five shareholders in 1996.97 In 2005 the limit was
increased to the current limit of 100 and Congress also permitted entire
families to be treated as a single shareholder.98 Very few S corporations
are bumping into the 100 shareholder limit. In 2006, only 3,684 (approximately 0.095%) of the nation’s 3,872,766 S corporations had over 30
88

Treas. Reg. § 1.1361-1(m)(4)(vi)(B).
PLR 200819006 (May 9, 2008) ; PLRs 200818009-200818012 (May 2, 2008).
90 PLR 200345009 (Nov. 7, 2003).
91 This strategy was used when the power was granted to a trustee in PLR
200401011 (Jan. 2, 2004) and when granted to the decedent’s child in PLR 200012038
(Mar. 24, 2000).
92 PLR 200417014 (Apr. 24, 2004); see also PLRs 200104013 and 200104014 (Jan. 26,
2001) and earlier rulings for the same corporation: PLRs 200103040-200103050 (Jan. 19,
2001) and PLRs 199951017-199951023 (Dec. 24, 1999).
93 I.R.C. § 1371(a)(1) (1958).
94 I.R.C. § 1371(a)(1) (1976), amended by Tax Reform Act of 1976, Pub. L. No. 94455, § 902(a), 90 Stat. 1520 (1976); Revenue Act of 1978, Pub. L. No. 95-600, § 341, 92
Stat. 2763 (1978).
95 I.R.C. § 1371(a)(1) (1982), amended by Economic Recovery Tax Act of 1981,
Pub. L. No. 97-34, § 233, 95 Stat. 172 (1981).
96 I.R.C. § 1361(b)(1)(A) (1983), amended by Subchapter S Revision Act of 1982,
Pub. L. No. 97-354, § 1361, 1982-2 C.B. 702 (1982).
97 I.R.C. § 1361(b)(1)(A) (1996), amended by Small Business Job Protection Act of
1996, Pub. L. No. 104-188, § 1301, 110 Stat. 1755 (1996).
98 I.R.C. § 1361(b)(1)(A); (c)(1), amended by American Jobs Creation Act of 2004,
Pub. L. No. 108-357, § 232, 118 Stat. 1418 (2004); Gulf Opportunity Zone Act of 2005,
Pub. L. No. 109-135, § 403(b), 119 Stat. 2577 (2005).
89
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shareholders.99 Partnerships and LLCs have no comparable limit, and
the laws could be simplified by eliminating the limitation on the number
of shareholders for non-publicly traded corporations.
C. Only One Class of Stock
An S corporation cannot have more than one class of stock.100 The
sole exception is that there can be different voting rights among the
shares of common stock, provided that all shares of stock have identical
distribution and liquidation rights.101 Different voting rights can be very
helpful to structure the succession of a business within a family.102 It
may also prove helpful for structuring charitable gifts of stock. For example, a shareholder who is concerned about how a charity might vote
its shares could receive nonvoting stock in a tax-free recapitalization of
the S corporation103 and then donate the nonvoting stock to the
charity.104
S corporations must be more cautious than C corporations, partnerships or LLCs when they issue debt instruments since these instruments
might be characterized as a second class of stock, thereby terminating
the corporation’s Subchapter S tax status. Although there is a safe harbor for straight debt instruments,105 it is possible for a convertible debt
99

Parisi, supra note 1, at 98 (computed from data in Figure G).
I.R.C. § 1361(b)(1)(D).
101 I.R.C. § 1361(c)(4); Treas. Reg. § 1.1361-1(l)(1).
102 For example, assume Father owns 100% of an S corporation and that only one of
his three children, Daughter, will operate the business. Father wants to divide his wealth
equally among his three children but does not want the two non-working children to
effectively control the business. Father could reorganize the S corporation so that it has
both voting stock and non-voting stock, and then donate the voting stock to Daughter
and donate the non-voting stock to his other two children. Although all children would
have identical rights to dividend distributions and to liquidation proceeds, the voting
stock would allow Daughter to control the selection of the board of directors. Alternatively, Father could create “Class 3- Director Stock” and “Class 1-Director stock,”
whereby Daughter’s ownership of Class 3 stock would allow her to elect three directors
and the Class-1 stock would allow each of the other two children to elect themselves to
the board. Treas. Reg. § 1.1361-1(l)(1).
103 A recapitalization of an S corporation to issue nonvoting stock is not treated as
the issuance of a second class of stock. PLR 200407006 (Feb. 13, 2004).
104 See PLR 9819031 (May 8, 1998), where the Service ruled that an S corporation
could issue a new class of nonvoting stock that the shareholder would donate to a charitable lead annuity trust. There have been other private letter rulings that approved charitable contributions of nonvoting stock of an S corporation. See PLR 199940013 (Oct. 8,
1999) (disclosed intent to contribute nonvoting stock to a charity); PLR 199936031 (Sept.
10, 1999) (donation of both voting and nonvoting stock to a charitable lead trust); PLR
9839023 (Sept. 25, 1998) (donation of nonvoting stock to a private foundation).
105 I.R.C. § 1361(c)(5); Treas. Reg. § 1.1361-1(l)(5).
100
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instrument,106 a call option,107 or a warrant108 to be a second class of
stock.
Probably the most serious issue that occurs when a charity is one of
several shareholders is that a charitable donation to the charity-shareholder could be reclassified as a dividend distribution rather than a gift,
thereby creating a prohibited second class of stock. Disproportionate
distributions that are not pro-rata to each shareholder’s stock interest
can constitute a prohibited second class of stock.109 One court held that
even though a board of directors classified a payment to a charity that
owned 75% of the corporation’s stock as a charitable gift, the distribution was really a disproportionate dividend to the charity shareholder.110
There is no guidance for when either a C corporation or an S corporation can make a charitable gift to a charity that owns a much smaller
interest, such as 1%, 5% or 20% of the corporation.111 The stakes are
much higher for an S corporation, since a reclassified charitable gift
could cause the business to lose its tax status as an S corporation.
What can be done if the directors innocently make charitable gifts
to a charity-shareholder and then someone raises the concern that the
gifts might be disproportionate distributions that constitute a prohibited
second class of stock? So far there have been no reported cases or rulings involving a charity-shareholder.
In situations where no charities were involved, the Service forgave
unintentional disproportionate distributions as “inadvertent terminations,” provided that the S corporation made corrective distributions to
the other shareholders so that the total distributions were pro-rata to
their stock ownership.112 Whereas normally a corrective distribution to

08/05/2011 14:05:14

Treas. Reg. § 1.1361-1(l)(4)(iv).
Treas. Reg. § 1.1361-1(l)(4)(iii)(A). An exception applies if the option is issued
to an employee as a form of compensation. Treas. Reg. § 1.1361-1(l)(4)(iii)(B)(2).
108 Treas. Reg. § 1.1361-1(l)(4)(iii)(A).
109 Such disproportionate distributions are evidence that all shareholders do not hold
stock that gives them identical distribution and liquidation rights, as required under
Treas. Reg. § 1.1361-1(l)(1)-(2).
110 Sid Richardson Carbon and Gasoline Co. v. United States, 416 F.2d 867 (5th Cir.
1969), rev’g 291 F. Supp. 674 (N.D. Texas 1969). The case involved a C corporation
rather than an S corporation, and therefore the tax consequences of a disproportionate
dividend didn’t have the negative consequences that could occur with an S corporation
(i.e., the distribution could be treated as a prohibited second class of stock). If the case
had instead involved an S corporation the court would have likely reached the same
conclusion: the distribution to a charity that is a 75% shareholder was more likely a
dividend to a controlling shareholder than a gift motivated by charitable generosity.
111 See Article I, supra note 9, at 502-06 for analysis of an S corporation’s ability to
claim a charitable income tax deduction for a distribution to a charity that is a
shareholder.
112 PLR 200802002 (Jan. 11, 2008) (an S corporation’s disproportionate distributions
to shareholders won’t terminate its Subchapter S tax status if it will make future correc107
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an S corporation shareholder will not require an amended income tax
return, the result is different for a misclassified charitable contribution.
The corporation probably claimed a charitable income tax deduction on
a prior year’s return and it would have to amend its return to reclassify
the charitable gift as a non-deductible distribution to a shareholder. It
would be very helpful if there were a bright line test so that both the
Service and taxpayers would be able to distinguish between a distribution to a charity-owner and a charitable gift to that organization.113 For
example, even the strict private foundation rules permit a private foundation to own at least 2% of a corporation that is otherwise controlled
by another shareholder.114 Perhaps the same or a greater threshold
could be established as a safe harbor to permit an S corporation to make
a charitable gift to a charity-shareholder.
D. Other Requirements and Restrictions
An S corporation must be a domestic corporation; foreign corporations are not eligible.115 In addition, an S corporation cannot be an insurance company and cannot engage in a few other restricted
activities.116
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tive distributions to the other shareholders); PLR 200730009 (July 27, 2007) (distribution
to a shareholder that was not proportionate to the shareholder’s stock interest was not a
prohibited second class of stock because the corporation later made corrective distributions); PLR 200723025 (June 8, 2007) (disproportionate distributions solved by the S corporation’s later corrective distributions). Compare Minton v. Comm’r., T.C. Memo.
2007-372 (where the Tax Court rejected a shareholder’s argument that regular payments
to just one shareholder constituted a second class of stock that terminated the S corporation status). See also PLR 200830018 (July 25, 2008) and PLR 200820022 (May 16, 2008)
where shareholders executed agreements that would have made disproportionate distributions but the agreements were cancelled before any distributions had been made. In
both cases the Service waived the mistake as an inadvertent termination and held that the
corporation had not lost its S corporation tax status.
113 See the analysis in Article I, supra note 9, at 502-06.
114 I.R.C. § 4943(c)(2)(C); Treas. Reg. § 53.4943-3(b)(4). See infra Part VI.A.6. for
other strategies.
115 I.R.C. § 1361(b)(1). Treas. Reg. § 1.1361-1(c) uses the definition of a corporation
that is contained in Treas. Reg. § 301.7701-5 of a corporation or an association taxed as a
corporation (e.g., a partnership or LLC) that was created or organized in the United
States under the laws of the United States or of any state.
116 I.R.C. § 1361(b)(2) provides that the corporation cannot be:
(A) a financial institution which uses the reserve method of accounting for bad debts
described in section 585,
(B) an insurance company subject to tax under subchapter L,
(C) a Puerto Rico corporation to which an election under section 936 applies, or
(D) a domestic international sales corporation (“DISC”) or a former DISC.
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The corporation must file a valid election with the Service on Form
2553 that was signed by every shareholder.117 Although all members of
a family may count as a single shareholder for purposes of the 100 shareholder limitation, every shareholder must indeed sign the election.118 A
statute authorizes the Service to forgive inadvertent mistakes that may
have made an election invalid, including the failure to obtain consents
from every shareholder.119
Finally, an S corporation that converted from C corporation status
can be subject to two sanctions if it has a lot of passive investment income. First, the corporation will lose its S corporation status if it has
more than 25% of its gross receipts from passive sources (interest, dividends, etc.) for three consecutive years.120 Second, during the years that
it keeps its S corporation status, such investment income can be subject
to a special tax.121 One way that a former C corporation can avoid both
sanctions is if it distributes 100% of its accumulated profits from its C
corporation years to the shareholders as taxable dividend.122 If an S
corporation was never a C corporation, then neither of these sanctions
will apply to it.
E. Waivers for Inadvertent Terminations
A single violation of any eligibility requirement generally means
that the corporation has terminated its S corporation status and has converted to a C corporation.123 A corporation that loses its S corporation
117

I.R.C. § 1362(a)(2); Treas. Reg. § 1.1362-6(b)(3).
See, e.g., Treas. Reg. § 1.1362-6(b)(2)(i) (community property ownership requires
both husband and wife to sign); see also Treas. Reg. § 1.1362-6(b)(3) (special rules for
consent of shareholder to election to be an S corporation).
119 I.R.C. § 1362(f)(1)(A). In one situation where a newly formed S corporation had
a trust as a shareholder and that trust could have made distributions to over 100 charities
(thereby violating the 100 shareholder limitation), the Service waived the mistake when
the trust was reformed to limit the maximum number of charitable beneficiaries to 20
charities. PLR 200819006 (May 9, 2008) and PLRs 200818009 - 200818012 (May 2,
2008). See Rev. Proc. 2007-62, 2007-41 I.R.B 786, Rev. Proc. 2004-48, 2004-2 C.B. 172,
Rev. Proc. 2003-43, 2003-1 C.B. 998 (the IRS explained its procedure for late or incorrect
applications).
120 I.R.C. § 1362(d)(3)(A)(i).
121 If (1) a C corporation with accumulated profits elects to switch to be an S corporation and (2) its passive investment income (interest, dividends, etc.) exceeds 25% of its
total receipts, then the “excess net passive income” is taxed at the highest corporate
marginal tax rate. I.R.C. § 1375(a) – (b)(1)(a).
122 The corporation will only lose its S corporation status if it has “accumulated earnings and profits at the close of each of 3 consecutive taxable years,” so that an early
distribution of all of these accumulated profits would prevent the termination of S corporation tax status. I.R.C. § 1362(d)(3)(A)(i)(I).
123 I.R.C. § 1362(d)(2). The corporation is deemed to be an S corporation until the
day before the event which caused the corporation to lose its S corporation status. For
118
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status must generally wait at least five years before it is able to reelect S
corporation status.124
If, however, the termination was caused by an innocent mistake, the
Service will generally forgive the mistake if the transaction is corrected
shortly after its jeopardizing effect was discovered (an “inadvertent termination”).125 Probably the most common mistake that causes a termination is the transfer of S corporation stock to an ineligible shareholder.
As will be demonstrated below, the Service has repeatedly waived mistakes that involved transfers of stock to CRTs126 or to IRAs.127
V. WHICH EXEMPT ORGANIZATIONS CAN OWN S
CORPORATION STOCK?
A. Restrictions on Eligible Shareholders
1.

Overview

The only people or entities that are eligible to own stock of an S
corporation are the following:

08/05/2011 14:05:14

example, if a non-resident alien is issued stock at 8:00 pm on a Friday, the corporation’s
last day as an S corporation was Thursday and the corporation will be taxed as a C corporation for all of Friday. I.R.C. § 1362(d)(2)(B), (e)(1).
124 I.R.C. § 1362(g).
125 I.R.C. § 1362(f). See Rev. Proc. 2007-62, 2007-41 I.R.B 786, Rev. Proc. 2004-48,
2004-2 C.B. 172, Rev. Proc. 2003-43, 2003-1 C.B. 998 (explaining the IRS procedure for
inadvertent termination applications).
126 See infra Part V.C.5.
127 See infra Part V.D.3.
128 I.R.C. § 1361(b)(1)(B).
129 I.R.C. § 1361(b)(1)(C).
130 Treas. Reg. § 1.1361-1(g).
131 I.R.C. § 1361(b)(1)(B).
132 I.R.C. § 1361(c)(3); Treas. Reg. § 1.1361-1(b)(2).
133 I.R.C. § 1361(b)(1)(B), (c)(6)(A).
134 I.R.C. § 1361(c)(6)(A). Section 401(a) retirement plans include traditional company pension, profit-sharing and stock bonus plans. This provision has produced consid-
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1. an individual (i.e., a human being),128 except that an S corporation cannot have a person who is a nonresident alien
as a shareholder.129 Even a non-resident alien who is married to a U.S. resident shareholder is ineligible to own S
corporation stock.130
2. an estate, which includes both the estate of a deceased individual131 and a bankruptcy estate.132
3. certain types of trusts, described in greater detail infra in
Part V.A.2.
4. a § 501(c)(3) charity.133
5. a § 401(a) retirement plan.134
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6. a single-member LLC, but only if the LLC is entirely
owned by an eligible S corporation shareholder (e.g., by an
individual or by a charity) and the LLC is therefore disregarded for tax purposes,135 or
7. another S corporation, but only if it owns 100% of the
stock and only if the parent S corporation also makes an
election to treat the wholly owned subsidiary as a “qualified Subchapter S subsidiary.”136
If an ineligible shareholder becomes the owner of S corporation
stock, then the corporation is taxed as a C corporation beginning on that
day.137 For example, if a corporation, partnership or a CRT became a
shareholder of an S corporation at 5:00 p.m. on October 2, then the
corporation lost its S corporation status because it has an ineligible
shareholder.138 The last day of S corporation status was October 1 and
the corporation was taxed as a C corporation beginning on October 2.139
The Service generally grants a waiver for an innocent mistake as an “inadvertent termination.”140
2. Only Certain Types of Trusts Can Be Shareholders
Generally a trust does not qualify to be a shareholder of an S corporation.141 However, the following seven domestic142 trusts are permitted shareholders:
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erably confusion since I.R.C. § 401(a) does NOT include other common types of
retirement plans, most notably IRAs (I.R.C. § 408), SIMPLE IRAs (I.R.C. § 408(m))
and tax-sheltered annuities and custodial accounts (I.R.C. § 403(7), (10)). See infra Part
V.D.3.
135 PLRs 200816002 - 200816004 (Apr. 18, 2008); PLR 200107018 (Feb. 16, 2001)
(temporary transfer of stock of a qualified Subchapter S subsidiary to a single-member
LLC).
136 I.R.C. § 1361(b)(3)(B). In that case, the qualified Subchapter S subsidiary is disregarded for income tax purposes and all of its assets, liabilities, income and deductions
will be reported on the parent S corporation’s income tax return.
137 I.R.C. § 1362(d)(2); Treas. Reg. § 1.1362-3(a).
138 See PLR 8922014 (June 2, 1989) where a taxpayer attempted to contribute S corporation stock to a charitable remainder unitrust.
139 I.R.C. § 1362(e)(1)(A).
140 See supra note 119 and the accompanying text.
141 Treas. Reg. § 1.1361-1(h)(1).
142 A foreign trust is not eligible to be an S corporation shareholder. See I.R.C.
§ 1361(c)(2)(A).
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1. A “grantor trust” that has all of its income reported on the
income tax return of the U.S. citizen who is deemed to be
the owner of the trust.143
2. For two years after the death of the individual who was
the deemed owner of a grantor trust, the trust will continue
to be an eligible S corporation shareholder, even if there
are over 100 beneficiaries of the trust.144
3. A testamentary trust that receives S corporation stock
from an estate pursuant to a will, even if there are over 100
beneficiaries of that trust, but only for two years from the
time that it receives the stock.145
4. A voting trust created primarily to convey the voting
power of the stock to a trustee,146 in which case each beneficiary of the voting trust is deemed to be a shareholder.147
5. A qualified Subchapter S trust (QSST) that benefits only
one income beneficiary.148
6. An “electing small business trust” (ESBT), which can have
multiple beneficiaries and each beneficiary will count toward the 100 shareholder limit.149
7. A charity or a qualified retirement plan that is a trust
under state law will also be a trust that is eligible to be a
shareholder of an S corporation.150
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143 I.R.C. § 1361(c)(2)(A)(i); Treas. Reg. § 1.1361-1(h)(1)(i). The trust is treated as a
qualified subpart E trust. The deemed owner of the trust, rather than the trust itself, is
treated as the shareholder of the S corporation. Treas. Reg. § 1.1361-1(h)(3)(i).
144 I.R.C. § 1361(c)(2)(A)(ii); Treas. Reg. § 1.1361-1(h)(ii). For purposes of the 100
shareholder limitation, the trust (rather than the beneficiaries of the trust) is deemed to
be the shareholder of the S corporation. I.R.C. § 1361(c)(2)(B)(ii).
145 I.R.C. § 1361(c)(2)(A)(iii). A testamentary trust that receives a distribution pursuant to the terms of a will can hold S corporation stock for two years from the time that
it received the stock from the estate rather than two years from the date of the decedent’s
death. Treas. Reg. § 1.1361-1(h)(iv). For purposes of the 100 shareholder limitation, the
trust (rather than the trust’s beneficiaries) is deemed to be a single shareholder of the S
corporation during the two year period. I.R.C. § 1361(c)(2)(B)(iii). By comparison, an
estate does not have a two year time limit and could hold S corporation stock for over
two years. I.R.C. § 1361(b)(1)(B).
146 I.R.C. § 1361(c)(2)(A)(iv); Treas. Reg. § 1.1361-1(h)(v). See PLR 9839023 (Sept.
25, 1998) where a voting trust held all of an S corporation’s voting stock for the key
employees of the S corporation. A private foundation held all of the nonvoting stock.
147 I.R.C. § 1361(c)(2)(B)(iv).
148 I.R.C. § 1361(d). The Service concluded in a revenue ruling that a CRT with a
single income beneficiary was not eligible to be a QSST. Rev. Rul. 92-48, 1992-1 C.B.
301.
149 I.R.C. § 1361(c)(2)(A)(v), 1361(c)(2)(B)(v), 1361(e). Treas. Reg. § 1.13611(h)(1)(vi). See infra Part V.C.3. for analysis of ESBTs.
150 I.R.C. § 1361(b)(1)(B), 1361(c)(6). Some charities and most qualified retirement
plans are trusts. I.R.C. §§ 401 (a), 501(c)(3).
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B. Charities
Any § 501(c)(3) charity is eligible to be a shareholder of an S corporation, including a public charity, a private foundation or a supporting
organization.151 However, some of the excise taxes that apply to private
foundations and to certain types of supporting organizations, especially
the excess business holdings tax, may prevent them from owning stock
of any sort of closely-held business, including an S corporation.152
C. Split-Interest Trusts and Arrangements
1. Overview
A charity can be a beneficiary of a trust that is eligible to own S
corporation stock. For example, a charity can be one of several beneficiaries of a trust for up to two years after the death of a shareholder.153
It can also be the beneficiary of a shareholder’s estate with no two year
time limit.154 Greater planning is required for a charity to be able to be
a beneficiary of a type of trust that can hold S corporation stock for
more than two years, such as an ESBT.155 Of course, if S corporation
stock was mistakenly transferred to a trust that is not eligible to be a
shareholder — such as a CRT — then corrective action is necessary for
the corporation to retain its Subchapter S tax status.156
2. Charitable Lead Trusts That Are Grantor Trusts

151

08/05/2011 14:05:14

I.R.C. § 1361(b)(1)(B), (c)(6).
I.R.C. § 4943. See infra Part VI.A.6. for the implications of the private foundation excise taxes.
153 See supra note 144.
154 See I.R.C. § 1361(b)(1)(B).
155 Such trusts are analyzed in greater detail infra in Part V.C.3.
156 See supra Part IV.E. for the rules to correct mistakes that cause inadvertent
terminations.
157 The grantor trust rules are contained in subpart E, part 1 of Subchapter J: I.R.C.
§§ 671-679.
158 Id.
152
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A grantor trust is an eligible shareholder of an S corporation. The
most common type of grantor trust is the garden variety trust that is
designed to avoid probate. For income tax purposes, an individual is
deemed to be the owner of the trust.157 While the owner is alive, all of
the grantor trust’s income is reported on the owner’s personal income
tax return but upon the owner’s death the trust usually converts into a
complex trust that operates like a testamentary trust that was established in a decedent’s will.158
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Since any grantor trust can own S corporation stock, then a grantor
CLT is eligible to be a shareholder of an S corporation.159 There is no
eligibility problem as long as the grantor doesn’t die during the term of
the trust (e.g., a five year term that the grantor may have specified in the
trust instrument). Complications arise if there is a death, and the terms
of the trust should be drafted to anticipate this. Grantor trust status
terminates upon the owner’s death and the trust usually becomes a complex trust. The general rule is that a former grantor trust can continue
to be an S corporation shareholder for up to two years following the
owner’s death.160 If a person intends to establish a grantor CLT that
will have a term of more than two years, some estate planners have
solved the risk of an early death of the grantor by providing that the
trust will convert into an ESBT in the event of the owner’s death.161 As
is explained in the next Part below, a non-grantor CLT is eligible to
qualify as an ESBT.162
In addition to meeting the challenges of qualifying as an S corporation shareholder, CLTs must overcome other legal hurdles, most notably
certain private foundation taxes.163 A serious challenge is the excess
business holdings tax, which generally requires an interest in a closely
held business to be disposed of within five years.164 One way to avoid
the problem with a CLT is to limit the term of the CLT to five years or
less.165 Another solution is for the trust to own less than 2% of the S
corporation. A private foundation or a CLT can own up to 2% of an S
corporation’s voting stock without triggering the excess business holdings tax, even if the controlling shareholder owns the remaining 98%.166
30565-act_36-4 Sheet No. 29 Side B
08/05/2011 14:05:14

159 I.R.C. § 1361(c)(2)(A)(i). See PLR 200747001 (Nov. 23, 2007), PLR 199936031
(Sept. 10, 1999) and PLR 199908002 (Feb. 26, 1999), which approved grantor CLTs to be
shareholders of S corporations. The distinction between a grantor and a non-grantor
CLT is explained in Article I, supra note 9, at 490-92.
160 I.R.C. § 1361(c)(2)(A)(ii); Treas. Reg. § 1.1361-1(h)(ii). See, generally, supra
Part V.A.2. of this article for trusts that are eligible shareholders.
161 See PLR 199936031 (Sept. 10, 1999); see also PLR 199908002 (Feb. 26, 1999).
162 Treas. Reg. § 1.641(c)-1(k), Ex. (4). Electing small business trusts are analyzed in
the next section: Part V.C.3.
163 I.R.C. § 4947(a). The implications of the private foundation taxes are described
infra in Part VI.A.6.
164 I.R.C. § 4943, analyzed infra in Part VI.A.6.d.
165 This was the solution that the Service approved in PLR 200747001 (Nov. 23,
2007), which involved a CLT that would last for five years. See also PLR 199936031
(Sept. 10, 1999), which addressed this tax.
166 I.R.C. § 4943(c)(2)(C); Treas. Reg. § 53.4943-3(b)(4). See infra Part VI.A.6. for
other strategies.
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3. ESBT With Charitable Beneficiaries
a. General Rules for ESBTs
If an estate planner needs a trust that can own S corporation stock
for more than two years after the death of a shareholder, the most likely
candidate is an “electing small business trust.”167 The trustee of an
ESBT can possess flexible “sprinkling” or “spray” powers to make varying distributions among the beneficiaries based on their changing needs
and economic circumstances.168 The downside of ESBTs are their high
tax rates, as is explained below. Thus, the best candidates for ESBTs
are very wealthy families who are already subject to the highest tax rates
and who would benefit from a trust where a trustee has such discretion
and powers.
A charity can be a beneficiary of an ESBT.169 In fact, several types
of organizations that aren’t eligible to be S corporation shareholders,
such as veterans’ organizations, can be beneficiaries of an ESBT that
owns S corporation stock.170 An ESBT is treated for tax purposes as
two trusts. There is the “S portion” (taxable income allocable to S corporation stock) and the “non-S portion” (income generated by other
trust investments, such as interest on government bonds).171 Except for
long-term capital gains, an ESBT pays the highest income tax rate (currently 35%) on the entire S portion.172 Whereas normally a trust can
claim a deduction for distributions of income to beneficiaries, this is not

30565-act_36-4 Sheet No. 30 Side A
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167 An ESBT is defined in I.R.C. § 1361(e) and is taxed under the rules contained in
I.R.C. § 641(c).
168 I.R.C. § 1361(c)(2)(A)(v), 1361(e), analyzed in IRS Notice 97-49, 1997-36 I.R.B.
1.
169 I.R.C. § 1361(e)(1)(A)(i). See PLR 200912005 (Mar. 20, 2009), where the Service
confirmed that an ESBT with a charitable remainder beneficiary was eligible to own S
corporation stock and that such a trust was not a CRT.
170 I.R.C. § 1361(e)(1)(A)(i) allows organizations described in 170(c)(2)-(5) to be
beneficiaries of an ESBT. Whereas an I.R.C. § 501(c)(3) charity (an eligible shareholder
in its own right) is described in § 170(c)(2), the organizations described in I.R.C.
§ 170(c)(3)-(5) are ones that qualify for charitable income tax deductions but are not
I.R.C. § 501(c)(3) charities. They include veterans’ organizations, cemetery companies,
and certain fraternal societies described in I.R.C. §§ 501(c)(19), 501(c)(13), and
501(c)(8), respectively, rather than § 501(c)(3). Although contributions to these types of
organizations qualify for charitable income tax deductions, they generally do not qualify
for charitable estate tax deductions. Rev. Rul. 77-385, 1977-2 C.B. 331; Child v. United
States, 540 F.2d 579 (2d Cir. 1976). By comparison, gifts to § 501(c)(3) charities qualify
for both income and estate tax deductions. I.R.C. §§ 170(c)(2), 2055.
171 Treas. Reg. § 1.641(c)-1(a), -1(b). If the trust is a grantor trust, then the non-S
portion might be taxed to the deemed owner rather than to the trust. Treas. Reg.
§ 1.641(c)-1(b)(1), -1(c).
172 I.R.C. § 641(c)(2)(A); Treas. Reg. § 1.641(c)-1(e). Capital gains are taxed under
the rates contained in § 1(h). Generally the maximum rate is 15%, although gains from
selling collectibles can be taxed at rates as high as 28%.
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the case for a distribution from the S portion. Instead, the 35% tax rate
applies to the entire S portion (except for capital gains) whether or not
such income was distributed to beneficiaries.173 Since the trust pays the
income tax, distributions to beneficiaries are normally tax-exempt. An
ESBT cannot claim a charitable deduction if it makes a charitable contribution from the S portion,174 but it can claim a charitable income tax
deduction for gifts made from the non-S portion.175
It is possible for an ESBT to name numerous charities — potentially thousands of charities — as contingent beneficiaries without running afoul of the 100 shareholder limitation.176 Such a provision
typically appears in a trust instrument as a contingency in the event that
all of the primary beneficiaries are deceased. All potential charitable
recipients are counted collectively as only a single potential current beneficiary.177 When stock is in fact issued to particular charities, then each
charity will count toward the 100 shareholder limit.
b. A CLT Can Be an ESBT

08/05/2011 14:05:14

For example, if an ESBT has $100,000 of ordinary income and distributes $100,000 to
its income beneficiaries, the trust must pay a tax of $35,000. The beneficiaries will not
have any income tax liability for the distributions from the trust. By comparison, a traditional trust would be able to deduct the $100,000 distribution and each beneficiary would
include a portion of the distribution on his or her tax return and pay income tax based on
his or her own marginal income tax rate.
173 I.R.C. § 641(c)(2)(C).
174 Treas. Reg. § 1.641(c)-1(l), Ex. 4; Treas. Reg. § 1.641(c)-1(d)(2)(ii).
175 Treas. Reg. § 1.641(c)-1(g)(4).
176 Treas. Reg. § 1.1361-1(m)(4)(vi)(A). See supra Part IV.B. for an explanation of
the 100 shareholder limit.
177 Treas. Reg. § 1.1361-1(m)(4)(vi)(B).
178 Treas. Reg. § 1.641(c)-1(l), Ex. 4. Even if it is an ESBT, a CLT must cope with
many other issues, particularly the private foundation taxes described infra in Part
VI.A.6.
179 Treas. Reg. § 1.641(c)-1(l), Ex. 4, -1(d)(2)(ii).
180 Treas. Reg. § 1.641(c)-1(g)(4).
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Whereas a grantor CLT can be an S corporation shareholder because it is a grantor trust, a non-grantor CLT can qualify as an ESBT if
all of the ESBT requirements are met.178 The income tax consequences
of the CLT’s mandatory annual charitable distributions depend on the
source of the income that was distributed. If the distribution is attributable to the S portion, then the trust is not entitled to a charitable deduction.179 If, however, the charitable distribution is attributable to the
non-S portion, then the trust can claim a charitable income tax deduction, provided that the distribution meets all of the usual requirements
contained in § 642(c) for claiming a charitable income tax deduction.180
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If a CLT is an ESBT, it will still have to cope with the private foundation
rules that apply to CLTs, such as the excess business holding rule.181
4. Charitable Gift Annuities
A gift of S corporation stock can be used to acquire a charitable gift
annuity, since the charity that issues the annuity is an eligible shareholder of an S corporation.182 However, charities are very reluctant to
issue a charitable gift annuity for a shareholder’s contribution of S corporation stock. First, charities generally avoid agreeing to a significant
lifetime cash obligation in exchange for a gift of an illiquid asset, such as
real estate or closely-held stock, that might sell for a low value or might
never sell. Second, S corporation stock will likely generate UBIT liabilities that complicate the computation of the appropriate amount of annual annuity payments to which the charity would be willing to agree.
Still, a few charities have analyzed the risks and have issued charitable
gift annuities for contributions of S corporation stock.
5. Not Charitable Remainder Trusts

181

08/05/2011 14:05:14

See supra Part V.C.2.
I.R.C. § 1361(c)(6).
183 Rev. Rul. 92-48, 1992-1 C.B. 301; PLR 8922014 (June 2, 1989).
184 I.R.C. § 1361(e)(1)(B)(iii). Another reason is that a CRT is a tax-exempt trust
(I.R.C. § 664(c)(1)) and a tax-exempt trust is not eligible to be an ESBT. I.R.C.
§ 1361(e)(1)(B)(ii). Some commentators concluded that it might be possible for a charitable remainder trust that lost its tax-exempt status to qualify as an ESBT. The IRS
announced its intention to clarify that this is not the case. Juliann Avakian Martin,
“Technical Corrections Bill Likely To Include S Corporation Provisions,” 97 TAX NOTES
TODAY 14-6 (Jan. 22, 1997) (which enacted I.R.C. § 1361(e)(1)(B)(iii)).
185 I.R.C. § 664(c)(2).
186 I.R.C. § 1362(d)(2); Treas. Reg. § 1.362-2(b); PLR 8922014 (June 2, 1989). See
the example in the text that accompanies supra note 137.
182
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A CRT is not eligible to be a shareholder of an S corporation. The
Service rejected creative arguments that a CRT could perhaps qualify as
a QSST183 or an ESBT.184 Even if a traditional CRT could be a shareholder, any S corporation income that was classified as UBTI would
cause the CRT to incur a 100% tax liability because a CRT is subject to
a 100% tax rate on UBTI.185
An S corporation will lose its tax status on the day that a CRT becomes a shareholder and the corporation will thereafter be taxed under
Subchapter C.186 There have been several mistaken transfers of S corporation stock to CRTs and the Service has forgiven the transgressions
as “inadvertent terminations” provided that the transactions were un-
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done.187 The Service had granted similar relief when shareholders
donated S corporation stock outright to charities before charities were
eligible to own S corporation stock.188
D. Qualified Retirement Plans
1. Overview
A qualified retirement plan that is described in § 401(a) is eligible
to own stock of an S corporation.189 This includes a pension plan, profit
sharing plan, and a stock bonus plan190 as well as their offshoots, such as
a § 401(k) plan191 and an employee stock ownership plan (ESOP).192
There are other types of qualified retirement plans that are not described in § 401(a) and are therefore not eligible to own S corporation
stock.193 Most prominent among them are IRAs,194 simplified em-
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187 PLR 200819006 (May 9, 2008). See also PLRs 200818010, 200818012, 200818013
(May 2, 2008); PLRs 200703023 (Jan. 19, 2007), 200704026 (Jan. 26, 2007); PLR
199908046 (Feb. 26, 1999).
188 See PLR 9218052 (May 1, 1992) where there was a charitable-gift-followed-byredemption transaction of S corporation stock in a year before a charity was allowed to
be an S corporation shareholder. The Service agreed that the entire transaction could be
ignored. Similarly, the Service granted inadvertent termination relief to situations when
shareholders donated or sold shares of S corporation stock to a charity. See also PLR
9702020 (Jan. 10, 1997) (donation of stock to a charity); PLR 9837006 (Sept. 11, 1998)
(transfer to a private foundation); PLR 9834031 (Aug. 21, 1998) (sale of stock).
189 I.R.C. § 1361(c)(6)(A).
190 I.R.C. § 401(a); Treas. Reg. § 1.401-1(a)(2); Treas. Reg. § 1.401-1(b)(1)(i) (pension plans); Treas. Reg. § 1.401-1(b)(1)(ii) (profit sharing plans); Treas. Reg. § 1.4011(b)(1)(iii) (stock bonus plans).
191 I.R.C. § 401(k); Treas. Reg. § 1.401(k)-1(a).
192 See infra Part V.D.2. for the definition of an ESOP and the special exemption
from UBTI liabilities.
193 In several statutes the term “qualified retirement plan” is defined to include
§ 401(a) plans as well as IRAs, SEPs, SIMPLE retirement accounts and various annuity
plans. See, e.g., I.R.C. §§ 72(t)(1), 4972(d)(1), 4974(c), 4975(e)(1). Not only is a § 403(b)
tax-sheltered annuity ineligible to be a shareholder of an S corporation, such a plan must
generally invest only in annuities and mutual funds and generally cannot hold individual
shares of stock. I.R.C. § 403(b)(7), (10).
194 An IRA is a retirement plan described in I.R.C. § 408(a) rather than I.R.C.
§ 401(a). An IRA is generally not eligible to be a shareholder of an S corporation. See
Treas. Reg. § 1.1361-1(h)(1)(vii). See infra Part V.D.3. for the consequences of transferring S corporation stock to an IRA.
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ployee pensions (SEPs), 1 9 5 and simple retirement accounts
(SIMPLEs).196
A qualified retirement plan is usually not well suited to hold stock
of a closely held business. First, the UBIT liability triggered by an S
corporation’s income, particularly the corporation’s passive investment
income and the gain from selling the stock, reduces the retirement
plan’s rate of return compared to other investments that have no tax
liability.197 Second, any purchase or sale could easily run afoul of the
self-dealing prohibited transaction rules198 and holding a large portion
of the plan’s assets in such stock could violate a trustee’s fiduciary duty
to act as a prudent investor.199 Thus, the best candidate for holding such
stock is a stock bonus plan, especially an ESOP, which is designed to
invest primarily in the stock of an employer and is exempt from UBIT
on S corporation income.
2. Special Advantage for ESOPs: Exempt from UBIT
An ESOP is a specific type of stock bonus plan that is designed to
invest primarily in stock of the employing corporation.200 It qualifies for
special exemptions from certain prohibited transactions. For example, it
can purchase stock from a controlling shareholder and even borrow
money to pay for that stock.201
At first glance an ESOP appears to be an especially attractive
shareholder of an S corporation since it is the only type of tax-exempt
organization that is not subject to UBIT on its share of an S corpora30565-act_36-4 Sheet No. 32 Side A
08/05/2011 14:05:14

195 I.R.C. § 408(k). An SEP is essentially a profit sharing plan where the employer
makes contributions directly to the IRAs of the various employees rather than to a single
trust that the employer established to hold the investments, as is generally required for
I.R.C. § 401(a) qualified retirement plans.
196 I.R.C. § 408(p). A SIMPLE plan is essentially a § 401(k) plan where employees
can have their employers make contributions to their own IRAs rather than to a qualified
trust administered by the employer, as would be the case with a I.R.C. § 401(k) plan. See
I.R.C. § 401(a).
197 Like charities, a qualified retirement plan will be taxed on its pro rata share of all
of an S corporation’s income as well as the gain from the sale of the stock. I.R.C.
§§ 512(e)(1), 1361(c)(6). The principal exception is an ESOP. I.R.C. § 512(e)(3).
198 I.R.C § 4975(c)(1)(A). The prohibited transaction rules contain self-dealing
prohibitions that are similar to the rules that apply to private foundations, described
supra in Part VI.A.6.
199 29 U.S.C. § 1104(a)(1)(B) (2006). Among the requirements is a duty to diversify
investments; to have adequate liquidity to meet the demands of ongoing expenditures;
and to earn a reasonable rate of return. Rev. Rul. 69-494, 1969-2 C.B. 88.
200 I.R.C. §§ 409, 4975(e)(7)-(8). Qualifying employer securities are defined in
I.R.C. § 409(a)(l). See Treas. Reg. § 1.401-1(b)(iii) (a stock bonus plan) ; see also I.R.C.
§ 4975(e)(7) (an ESOP).
201 I.R.C. § 4975(d)(3) permits a leveraged ESOP to borrow money.
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tion’s income.202 This has led to a few high profile transactions, such as
the use of an S corporation ESOP to acquire the Chicago Tribune.203
There have been a few S corporation ESOP transactions that the Service viewed as abusive and took steps to stop.204 Despite the potentially
generous tax treatment, there are not very many ESOPs in existence,
partly because of their higher administrative costs, such as annual appraisals of stock values. There are only a few thousand ESOPs in the
nation, whereas there are hundreds of thousands of other types of qualified retirement plans, including SEP and SIMPLE IRA plans.205
3. Not IRAs
One of the more common mistakes that occurred after § 401(a)
qualified retirement plans became eligible to be shareholders of S corporations was that a few S corporations issued stock to the IRAs of
shareholders. People were under the erroneous impression that any
type of retirement plan could be an S corporation shareholder. IRAs
are governed by § 408 rather than by § 401(a) and technically a transfer
to an IRA terminates a corporation’s Subchapter S tax status.206 This is
also the case even when an IRA is part of a larger SEP or SIMPLE
company retirement plan since these plans are also governed by § 408
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202 See I.R.C. § 512(e)(3), which exempts ESOPs from the general UBIT liability
triggered by I.R.C. § 512(e)(1). To qualify for the exemption, the S corporation stock
must constitute an “employer security” under § 401(l) rather than be an ESOP’s investment in a different S corporation.
203 E.g., Michael S. Knoll, Samuel Zell, the Chicago Tribune, and the Emergence of
the S ESOP: Understanding the Tax Advantages and Disadvantages of S ESOPs, 70 OHIO
ST. L.J. 519 (2008).
204 An ESOP of an S corporation should offer broad-based coverage to all rank-andfile employees and not just to highly compensated employees and owners. Rev. Rul.
2003-6, 2003-1 C.B. 286 addresses prohibited allocations of S corporation stock and Rev.
Rul. 2004-4, 2004-1 C.B. 414 involves allocations in situations when an S corporation
owned several controlled S corporation subsidiaries. Congress addressed such allocations
in I.R.C. § 409(p). In December 2006, the Service issued final regulations concerning
allocations: Treas. Reg. § 1.409(p)-1 “Prohibited allocation of securities in an S corporation. T.D. 9302, 71 F.R. 76134-01 (Dec. 20, 2006). The Service has a web link for ”S
Corporation ESOP Guidance“, which focuses on potentially abusive situations: http://
www.irs.gov/retirement/article/0,,id=132331,00.html (last visited May 3, 2011).
205 U.S. Census Bureau, Table 535: Private Pension Plans - Summary by Type of
Plan: 1990-2004, Statistical Abstracts of the United States, available at http://www.census.
gov/compendia/statab/2008/tables/08s0535.pdf. Shareholders of closely-held businesses
are often reluctant to share voting control and ownership of the business, and ESOPs
require annual appraisals and other administrative requirements that make them unattractive to many small businesses.
206 An IRA is not eligible to be a shareholder of an S corporation. Compare Treas.
Reg. § 1.1361-1(h)(1)(vii) (detailing S corporation shareholder eligibility), with infra note
211 (giving an exception).
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rather than by § 401(a).207 In 2009, a majority of the Tax Court concluded that a Roth IRA that was a custodial account (as opposed to a
trust) was also ineligible to be a shareholder of an S corporation.208
The Service routinely waives a mistaken transfer of S corporation
stock to an IRA as an inadvertent termination, provided that the entire
transaction is completely undone.209 There is one situation where the
Service permits an IRA to be an S corporation shareholder, but only for
a day. An IRA can hold S corporation stock that it receives from an
ESOP, but only if the S corporation repurchases the stock on the same
day that the IRA receives it.210 There is even an obscure IRA that is
eligible to permanently own S corporation stock, but only because special interest legislation for that IRA made its way through Congress.211
This is another situation where partnership tax treatment for S corporations would be an improvement over existing law. An IRA can
hold an interest in a partnership or an LLC.212 The present rules governing eligible S corporation shareholders creates many tax traps that
have little justification in a world where LLCs, which have pass-through
tax treatment and limited liability protection that is almost identical to a
corporation, have become so widely accepted.
VI. CHARITABLE GIFTS

OF

S CORPORATION STOCK

A. Outright
1. Overview

08/05/2011 14:05:14

207 I.R.C. § 408(k), (p) (SEP and SIMPLE, respectively). See supra notes 195, 196
(SEP and SIMPLE, respectively).
208 Taproot Admin. Servs. v. Comm’r., 133 T.C. 202 (2009). Four of the Tax Court
judges dissented. Id.
209 Examples if this treatment include PLRs 200845037(Nov. 7, 2008), 200825029
(June 20, 2008), 200817013 (Apr. 25, 2008), 200807002 (Feb. 15, 2007), 200802008 (Jan. 11,
2008), 200752034 (Dec. 28, 2007), 200730016 (July 27, 2007), 200728027 (July 13, 2007),
200718020 (May 4, 2007), 200629023 (July 21, 2006), 200621003 (May 26, 2006),
200619018 (May 12, 2006), 200542007 (Oct. 21, 2005), 200507003 (Feb. 18, 2005), and
200501013 (Jan. 7, 2005).
210 Rev. Proc. 2003-23, 2003-1 C.B. 599.
211 I.R.C. § 1361(c)(2)(A)(vi), 1361(c)(2)(B)(vi) permit an IRA or a Roth IRA that
owned S corporation stock in a specific bank on October 22, 2004 to be an eligible S
corporation shareholder. See Treas. Reg. § 1.1361-1(h)(1)(vii).
212 PLR 200737047 (Sept. 14, 2007).

30565-act_36-4 Sheet No. 33 Side A

From the donor’s perspective, a charitable donation of S corporation stock is subject to the usual rules that apply to any gift of closelyheld stock, but with the twist that the income tax deduction will often be
less than the appraised value of the stock, as discussed infra in Part
VI.A.4. There are the usual administrative requirements (an appraisal,
etc.) as well as the usual precautions that the gift should be made free
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from any binding obligation on the charity to surrender the stock in a
redemption or to an outside buyer. In some cases, though, a donor can
have greater tax savings from selling the stock and donating some of the
cash proceeds compared to donating a comparable amount of stock
before the sale.
From the charity’s perspective, the UBIT liability from holding and
selling S corporation stock will be a significant concern. In addition, if
the stock is contributed to a private foundation, a donor advised fund,
or a supporting organization, there can be other legal hurdles to hold or
sell the stock, such as the self-dealing prohibitions.
2. Planning for a Redemption or a Buyer in the Wings
a. General Planning Considerations

08/05/2011 14:05:14

213 The gain could be taxed to the donor under the “assignment of income” doctrine.
See Rev. Rul. 78-197, 1978-1 C.B. 83R, which interprets Palmer v. Commissioner, 62 T.C.
684 (1974), aff’d on other grounds, 523 F.2d 1308 (8th Cir. 1975). In that ruling, the
Service stated that it will treat the proceeds of a redemption of stock as income to the
donor only if the charitable organization is legally bound, or can be compelled by the
corporation, to surrender the shares for redemption. In later private letter rulings the
Service approved transactions when the parties disclosed an intended sale. PLR 9452020
(Dec. 30, 1994), PLR 8810009 (Sep. 25, 1987), PLR 8701028 (Oct. 7, 1986), PLR 8532027
(May 10, 1985). An interesting situation where the IRS explicitly acknowledged that
stock would likely be redeemed was where donors contributed stock of a statutory close
corporation to a private foundation and the private foundation immediately distributed
the stock to a public charity to satisfy the private foundation’s pledge. PLR 9611047
(Mar. 15, 1996). In Rauenhorst v. Commissioner, 119 T.C. 157 (2002), the Service attempted to tax gain to donors under a fact situation that was similar to the facts contained in Rev. Rul 78-197 but was rebuffed by the Tax Court. One year later, the Service
released PLR 200321010 (May 23, 2003), where it agreed to follow Rev. Rul 78-197 when
a donor contributed corporate stock that was subject to a stock restriction agreement to a
charitable remainder unitrust. It reached a similar conclusion in 2008 involving a gift to a
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Before it agrees to accept a donation of stock of a closely-held corporation, a charity will usually want adequate assurance that the stock
can be sold in a reasonable period of time. Typically the only purchasers
of stock of a closely-held corporation are the corporation itself, existing
shareholders, or a potential buyer of the entire corporation (a “buyer in
the wings”). The tax danger is that if the charity is subject to an ironclad obligation to surrender the stock to a buyer at the time that the gift
was made, then the donor may be taxed as if he or she had already sold
the stock and was merely assigning the sales proceeds.
If the anticipated transaction is a stock redemption by the corporation, the Service takes the position that the proceeds of a stock redemption will be income to the donor only if, at the time of the gift, the
charitable organization was legally bound or could have been compelled
to surrender the shares for redemption.213 Thus a 100% shareholder
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(who can effectively control whether or not a corporation will redeem
the stock) will not be taxed on a charitable donation of appreciated
stock provided that the charity was not under a binding obligation to sell
the stock at the time that it received the gift.214 One situation where the
donor can be taxed, even when there is no binding obligation, is if the
charity promises to use the sales proceeds from a stock redemption to
purchase property from the donor.215
Similar principles apply if, instead of a stock redemption, there are
negotiations to sell the entire corporation to a buyer. The donating
shareholder will not be taxed on the gain if, at the time that the gift was
made, the charity could not have been compelled to surrender the
shares.216 If the gift was made at a time when there were still significant
contingencies or controversies that could have prevented the sale, then
the donor should not be taxed on the gain.217 The issue is murkier when
there is a pending corporate merger. A donor can be taxed on a gain if
stock is donated after a crucial point in the corporate merger process.218
If an entire corporation will be sold, then the charitable giving mantra that appreciated stock should be donated to a charity before sales
negotiations are completed might not hold true. That is, a donor may be
better off selling the stock and contributing some of the cash proceeds
to a charity compared to donating appreciated stock before the sale is

30565-act_36-4 Sheet No. 34 Side A
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donor advised fund. PLR 200821024 (May 23, 2008). In both cases there was no taxable
gain attributed to the donor.
214 In 2002, the Service attempted to tax a gain to donors under a fact situation that
was similar to the facts contained in Rev. Rul 78-197. The Tax Court practically scolded
the Service after it had argued in court that it was not bound by its own revenue rulings.
Rauenhorst, 119 T.C. 157.
215 When a charity received a gift of closely-held stock and promised to use the sales
proceeds from the stock’s redemption to purchase a yacht from the donor, the Second
Circuit Court of Appeals concluded that the donor should be taxed on the gain. Blake v.
Comm’r., 697 F.2d 473 (2d Cir. 1982).
216 Rev. Rul. 78-197, 1978-1 C.B. 83. See PLR 200821024 (May 23, 2008), where a
donor contributed stock of a holding company to a donor advised fund that would probably be purchased by a trust of which the donor was a trustee.
217 See, e.g., Sheppard v. Comm’r., 361 F. 2d. 972 (Ct. Cl. 1966) (dealing with the
donation of a half interest in a thoroughbred horse to a charity before the horse was
sold); S.C. Johnson & Sons v. Comm’r., 63 T.C. 778 (1975) (dealing with the donation of
appreciated foreign currency contracts to a charity that then joined in the sales
negotiations).
218 See Ferguson v. Comm’r., 174 F.3d 997 (9th Cir. 1999) aff’g 108 T.C. 244 (1997),
where the Ninth Circuit concluded that the gain on the sale of stock should be taxed to
the donors even though an important contingency of a stock tender offer had not been
met at the time of the gift. Even though the bidder conditioned the tender offer on
acquiring at least 85% of the stock, the court held that once 50% of the stock had been
tendered, the bidder had majority control and could have forced the merger to be
completed.
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finalized.219 This can happen because the buyer of the business will pay
the charity for the full value of the shares, but the donor’s charitable
income tax deduction will be much less because (a) the appraised value
of donated stock will usually reflect a discount for the charity’s minority
ownership interest220 and (b) no charitable deduction is allowed for the
ordinary income component of the S corporation’s assets. Under these
circumstances, the donor might have more tax savings from selling the
stock and contributing some of the cash sales proceeds to a charity compared to donating the stock.221 An added benefit to the donor from a
cash gift is that it would avoid the administrative costs of a mandatory
qualified appraisal of the stock.222
b. Application to S Corporations
The tax results described above are further complicated in the case
of an S corporation because there are also the “three bad things” to
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219 See André Donikian, A Gift Of Sales Proceeds Is Never Better Than A Gift Of
Property — Or Is It?, 11 J. GIFT PLAN. 5, 5-10 (2007).
220 A qualified appraisal should reflect such a discount. See, e.g., Estate of Berg v.
Comm’r., T.C. Memo 1991-279 (concluding that a 30% discount for a minority interest
was appropriate). See also Smith v. Comm’r., T.C. Memo 2007-368 (criticizing an appraiser who, among things, discounted minority holdings for gifts of stock and family
limited partnership interests to family members , which would reduce the gift tax, but had
no discount for comparable gifts to a charity, which increased the claimed charitable income tax deduction).
221 This result can occur from the interplay of minority discount valuations with different income tax rates for long-term capital gains and ordinary income. For example,
assume that a corporation’s assets are worth $100,000 and that there are 1,000 outstanding shares of stock, so that a buyer of the entire corporation would pay $100 for each
share of stock (oversimplified). Assume that the corporation’s sole shareholder had a
cost basis of $80,000 in all of the stock, or $80 per share. If the shareholder donated a few
shares to a charity during the early stages of the sales negotiations, the donated stock
would not be worth $100 per share. The charity would only own a minority interest in the
corporation and the stock’s valuation would be subject to a minority discount of perhaps
30%, so that the donor’s charitable income tax deduction would only be $70 per share
(less than the donor’s $80 cost basis). If the value of donated property is less than the
property’s cost, the donor can only claim a charitable income tax deduction for the lower
value.
How do the tax savings from a charitable gift of such stock compare with the savings
from a sale of the same stock followed by a cash gift? With a gift of stock, the donor is
able to deduct $70 per share and also avoid recognizing $20 of capital gain from selling
the stock (the eventual $100 sale price minus the $80 cost basis). What are the tax savings
from these benefits? Assuming combined federal and state income tax rates of 40% on
ordinary income and 20% on long-term capital gains, the donor saved $32 (40% times the
$70 deduction and 20% times the $20 avoided gain). Had the donor instead sold the
stock, the donor would have a $20 long term capital gain taxed at 20% (a $4 liability)
offset by a $100 charitable income tax deduction (generating $40 of tax savings), producing net tax savings of $36 — $4 more than the tax benefits from donating the stock.
222 See infra Part VI.A.3. for the administrative requirements for gifts of property.

30565-act_36-4 Sheet No. 35 Side A

08/05/2011 14:05:14

\\jciprod01\productn\A\ACT\36-4\ACT402.txt

Spring 2011]

unknown

S CORPORATIONS

Seq: 41

4-AUG-11

9:51

733

08/05/2011 14:05:14

223 I.R.C. §§ 170(e)(1), 512(e)(1). See the explanation in supra Part II.A.3 (overview), infra Part VI.A.4. (reduced deduction), and infra Parts III.A., VIII.C. (UBIT).
224 See supra note 221 (giving a computation).
225 Compare an individual’s maximum tax rate of 15% under I.R.C. § 1(h) with a
non-profit corporation’s capital gains tax rate of 35% under I.R.C. §§ 12(4), 511(a)(1),
1201(a). See supra Part II.A.4. for planning considerations.
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contend with: (a) the donor’s tax deduction is usually less than the appraised value of the stock, (b) the charity must report its share of the
corporation’s income as UBTI and must pay UBIT while it owns the
stock and (c) the sale of appreciated S corporation stock will trigger a
UBIT liability to the charity.223
For example, if the parties are planning a stock redemption, and if
an appraiser concludes that the stock is worth $100 per share, the donor
might only be able to claim a charitable income tax deduction of $95
because of the required reduction for the ordinary income component
of the S corporation’s assets. When the charity sells the stock to the
corporation, it should insist on receiving the full $100 value of the stock.
Furthermore, the charity’s gain from the sale of stock is subject to
UBIT. In most cases both the shareholder and the charity would be
better off if the corporation simply made a charitable cash gift of $100.
The S corporation’s $100 (rather than $95) charitable income tax deduction would eventually be claimed on the shareholder’s personal income
tax return and the shareholder could avoid the administrative cost of an
appraisal. The charity would benefit by avoiding a UBIT liability from
holding or selling the S corporation stock.
If there is a buyer in the wings rather than a stock redemption, the
calculations get even more complicated. First, there is the shareholder’s
concern about whether or not the charitable giving mantra of donating
stock will, or will not, produce greater tax savings compared to a gift of
sales proceeds.224 That is, the donated shares might have been appraised at $100 per share to reflect a minority ownership discount, but a
buyer who makes a cash offer for all stock might pay the charity $140
per share. Second, the charity will experience dramatically different tax
consequences from the sale of donated S corporation stock compared to
donated C corporation stock. When the stock is S corporation stock, the
taxation of the gain from the stock’s sale is essentially shifted from the
donor to the charity and the charity could pay more tax than the donor.
Individuals are subject to a maximum federal tax rate of only 15% on
their long-term capital gains but incorporated charities can pay marginal
tax rates as high as 35% on their long-term capital gains.225 The net
result is that the government could collect more tax revenue if the charity sells the stock than if the donor had.
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Both the donor and the charity could be better off having the corporation donate some of its assets to the charity rather than having the
shareholder donate S corporation stock.226 If a stock gift is the only way
that the transaction can be structured, then the parties should take steps
to reduce the negative tax impact, such as donating the stock to an affiliated charitable trust rather than to an incorporated charity.227 In addition, the administrative requirements for charitable gifts of stock must
be met.
3. Administrative Requirements
The following requirements must be met in order to claim a charitable income tax deduction (as opposed to an estate tax charitable deduction)228 for a gift of closely-held stock:
1. The donor must receive a “contemporaneous written acknowledgement” from the charity that describes the gift of
stock and that states whether or not the donor received
any goods or services in exchange for the gift.229
2. The donor must have a qualified appraisal that was prepared by a qualified appraiser for any gift of stock valued
at over $10,000.230 The appraisal must be performed no
226

See supra Part II.B.
Id. See infra Part VII.B.2.
228 None of these administrative requirements under I.R.C. § 170(f)(8) apply when
claiming a charitable estate tax deduction under I.R.C. § 2055.
229 I.R.C. § 170(f)(8); Treas. Reg. § 1.170A-13(a)(1). The acknowledgement should
state the name of the corporation and the number of shares, but there is no requirement
for the charity to estimate the value of the stock. To be “contemporaneous” the donor
must receive the document before (1) the date on which the taxpayer files a return for
the taxable year in which the contribution was made, or (2) the due date (including extensions) for filing the return. I.R.C. § 170(f)(8)(C); Treas. Reg. § 1.170A-13(f)(3). The
deduction can be denied for failure to receive such an acknowledgement even when all
parties agree that there was indeed a charitable gift. The Tax Court imposed a harsh
result when a couple could prove that they made charitable tithes to a church with 20
cancelled checks totaling over $6,500, but the church had never acknowledged the gifts
with a letter that contained the magic language until the year that their tax return was
audited. The Tax Court acknowledged the charitable contributions but denied the tax
deduction for failure to have received the acknowledgement within the appropriate time
frame. Gomez v. Comm’r., T.C. Summ Op. 208-93 (July 30, 2008).
230 Treas. Reg. § 1.170A-13(c). The threshold for requiring appraisals for gifts of
closely-held stock, such as S corporation stock, is $10,000 rather than the usual $5,000.
Treas. Reg. § 1.170A-13(c)(2)(ii)(B)(1).
A qualified appraiser is someone who publicly holds himself or herself out as an
appraiser and who is qualified to appraise the particular property. Treas. Reg. § 1.170A13(c)(5)(i). This can eliminate valuations from competent people who may be less expensive than appraisers, such as real estate brokers and CPAs. The donor and the charity, as
well as employees and related parties to the donor and charity, are also prohibited from
227
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more than 60 days before the gift and no later than the due
date for filing the donor’s income tax return (including
extensions).231
3. The donor must attach IRS Form 8283 (“Noncash Charitable Contributions”) to his or her income tax return. An
appraisal summary is included on the back page of the
form. A representative of the charity must sign the back
page of Form 8283.232
If the charity sells or disposes of the property listed on IRS Form
8283 within three years of receipt, it must file a separate report within
125 days with the Service and with the donor on Form 8282 (“Donee
Information Return”) and disclose facts about the disposition.233 The
Service, of course, will likely match the selling price with the donor’s
claimed charitable income tax deduction.
4. Reduced Deduction for Donated S Corporation Stock
Since the profitable sale of S corporation stock usually produces a
100% long-term capital gain,234 most donors would reasonably assume
that they could deduct the entire appraised value of donated S corporation stock. However, the tax laws provide that the income tax deduction
for a charitable gift of appreciated S corporation stock is reduced under
rules that apply to analogous charitable gifts (and sales) of appreciated
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acting as appraisers even if they would otherwise be qualified. Treas. Reg. § 1.170A13(c)(5)(iv).
A qualified appraisal can easily cost several thousand dollars and donors are reluctant to incur such costs for a small contribution. Furthermore, the donor cannot add the
appraisal costs to the amount claimed for a charitable income tax deduction. Instead, the
appraisal costs, as well as legal and accounting fees for tax advice pertaining to the contribution, are treated as miscellaneous itemized deductions. I.R.C. § 67. They are miscellaneous itemized deductions because they are necessary to determine the donor’s tax
liability rather than to benefit the charitable organization. Rev. Rul. 67-461, 1967-2 C.B.
125; Treas. Reg. § 1.170A-13(c). As a practical matter, the donor will not get any tax
benefit from these costs unless the sum of all of the donor’s miscellaneous itemized deductions exceed 2% of his or her adjusted gross income. General information concerning
the appraisal requirements can be found in IRS Publication 561, Determining the Value of
Donated Property (available at http://www.irs.gov/pub/irs-pdf/p561.pdf )and Publication
526, Charitable Contributions (available at http://www.irs.gov/pub/irs-pdf/p526.pdf).
231 Treas. Reg. § 1.170A-13(c)(3)(i); I.R.C. § 6050L; Treas. Reg. § 1.6050L-1.
232 Signing the report does not mean that the charity agrees that the valuation is
correct. Rather, it is more of an acknowledgement that the property was in fact received.
Treas. Reg. § 1.170A-13(c)(4)(iii).
233 I.R.C. § 6050L6; Treas. Reg. § 1.6050L-1. Failure to file the form could trigger a
penalty on the charity. I.R.C. § 67216.
234 See, e.g., PLR 9224036 (June 12, 1992).
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235 The last sentence of I.R.C. § 170(e)(1) (relating to income tax charitable deductions for contributions of ordinary income and capital gain property) states:
For purposes of applying this paragraph in the case of a charitable contribution
of stock in an S corporation, rules similar to the rules of section 751 shall apply
in determining whether gain on such stock would have been long-term capital
gain if such stock were sold by the taxpayer.
236 The I.R.C. § 751 “hot asset” rules that apply to partnerships treat certain assets as
“ordinary income” property, including unrealized receivables (typically uncollected bills
of a cash method business), inventory, depreciation recapture that is taxed at ordinary
income rates under I.R.C. § 1245 or 1250, and a laundry list of other assets that produce
ordinary income rather than long-term capital gain when sold.
237 See supra Parts II.C., VI.A.2.b. for illustrations of this principle.
238 Id.
239 I.R.C. § 170 only applies to income tax deductions; I.R.C. § 2055 applies to estate
tax deductions. The provisions in Part VI.A.4. only apply to charitable income tax
deductions.
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partnership interests.235 The income tax deduction is reduced by the
“ordinary income” portion of a hypothetical gain from the sale of all of
the S corporation’s property (i.e., the gain from selling the corporation’s
“hot assets,” notably inventory).236 Thus, a donor of S corporation
stock usually cannot claim a charitable income tax deduction for the
appraised value of the stock but can only claim a lesser amount. In most
cases the amount of the reduction is not significant, but it increases the
tax incentives for an S corporation to donate some of its property to a
charity rather than have the shareholder donate stock.237
Congress created a curious hybrid for charitable and non-charitable
dispositions of S corporation stock. If S corporation stock is sold, the
gain is generally treated like the gain from the sale of C corporation
stock: 100% is capital gain. By comparison, the sale of a partnership
interest usually produces some ordinary income under the “hot asset”
rules.238 However, if S corporation stock is donated to a charity, then
the stock is subject to the rules that apply to a charitable contribution of
a partnership interest rather than the rules that apply to a gift of C corporation stock. Congress thereby created inconsistent tax treatment for
charitable and non-charitable dispositions of S corporation stock but
kept the rules consistent for charitable and non-charitable dispositions
of both C corporation stock and partnership interests. It would be better if the tax treatment for S corporation stock were also consistent for
charitable and non-charitable dispositions.
This reduction does not apply when the value of the donated S corporation stock is less than its tax basis (i.e., stock that would be sold at a
loss). Furthermore, the reduction only applies to charitable income tax
deductions and not to charitable estate tax deductions from bequests.239
If S corporation stock is left as a bequest to a charity at death, then an
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estate can claim an estate tax charitable deduction equal to the value of
the stock that was reported on the federal estate tax return.
5. Public Charities
A § 501(c)(3) charity is classified as either a public charity or a private foundation. Public charities tend to receive most of their revenue
from charitable contributions or from receipts derived from carrying out
their charitable purposes (e.g., tuition at colleges and universities). Usually public charity status is achieved by passing the “public support
test,”240 although a few public charities (notably supporting organizations) are able to achieve public charity status without passing that
test.241 Private foundations, by comparison, fail the test.242
In addition to the UBIT and administrative concerns that are described in greater detail below, tax planners should be alert that an S
corporation transaction with “an insider” at the public charity could
trigger the self-dealing penalty tax that applies to an “excess benefit
transaction.”243 One tax is imposed on the person who benefited financially and another tax can be imposed on the directors or employees
who authorized the transaction.244 No part of the excess benefit tax is
imposed on the public charity.
The tax is triggered if a public charity confers an economic benefit
on a disqualified person (defined differently than a disqualified person
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240 I.R.C. §§ 170(b)(1)(A)(vi) and 509(a)(1) grant public charity status to an organization that “normally receives a substantial part of its support . . . from direct or indirect
contributions from the general public”. The mechanics for computing the test appear in
Treas. Reg. § 1.170A-9(e)(3), (4), (6). An alternative public support test applies to charities that receive virtually no donations but instead receive most of their revenue by
charging for services (for example, certain old age homes and health care organizations).
I.R.C. § 509(a)(2).
241 Some organizations can be public charities by virtue of the types of activities they
engage in. See I.R.C. §§ 170(b)(1)(A)(i)-(v) and 509(a)(1) which provide that certain
churches, educational organizations, medical research facilities, state-supported organizations and governmental units are public charities without regard to the public support
test. Supporting organizations achieve public charity status by “supporting” other public
charities. I.R.C. § 509(a)(3).
242 If the public support fraction of the public support test falls below 10%, a
§ 501(c)(3) charity must be classified as a private foundation. Treas. Reg. § 1.170A9(e)(3)(i).
243 I.R.C. § 4958.
244 The disqualified person is subject to a 25% tax on the amount of an excess benefit
and an additional 200% tax if the transaction is not undone. I.R.C. § 4958(a)(1), (b). An
organization manager who knowingly participated in the excess benefit transaction can
be subject to a tax equal to 10% of the excess benefit, with a maximum liability of
$20,000. I.R.C. § 4958(a)(2), (d)(2).

30565-act_36-4 Sheet No. 37 Side B

08/05/2011 14:05:14

\\jciprod01\productn\A\ACT\36-4\ACT402.txt

738

unknown

ACTEC LAW JOURNAL

Seq: 46

4-AUG-11

9:51

[Vol. 36:693

who deals with a private foundation)245 and that benefit exceeds the
value of the services or goods that the disqualified person provided to
the public charity.246 For example, if an insider pays a charity only
$30,000 to purchase property worth $100,000, the extra $70,000 is an
excess benefit that is subject to the penalty tax.
Most donors to public charities are not disqualified persons. But
the tax can be triggered if, within five years of the transfer, a donor of S
corporation stock or a member of the donor’s family had been employed at the public charity at an executive level or was otherwise able
to “exert substantial influence over the affairs of the organization.”247
In that case, a bargain purchase from the charity of the S corporation
stock could trigger the tax. As is explained below, the self-dealing
prohibitions are applied even more harshly to donor advised funds, supporting organizations and, of course, private foundations.
6. Private Foundations
a. Definitions
Private foundations are § 501(c)(3) charities that receive most of
their financial resources from either (i) contributions from one family or
company (e.g., the AT&T Foundation) or (ii) from endowed investment
income (e.g., the Ford Foundation). Their reliance on these two sources
of revenue causes them to fail the public support test.248
b. Overview of Implications for Holding S Corporation
Stock

08/05/2011 14:05:14

245 I.R.C. § 4958(c)(1)(A). A disqualified person is defined in I.R.C. § 4958(f)(1) to
include (A) any person who was, at any time during the 5-year period ending on the date
of an excess benefit transaction, in a position to exercise substantial influence over the
affairs of the organization, (B) a member of that person’s family, and (C) an entity that
has 35-percent or more control by such person. Family members include only a spouse,
brothers and sisters of the individual and their spouses, ancestors, children, grandchildren, great grandchildren, and the spouses of children, grandchildren, and great
grandchildren. I.R.C. § 4958(f)(4).
246 I.R.C. § 4958(c)(1). The term “excess benefit transaction” is defined differently
for a donor advised fund and for a supporting organization, as is explained infra in Parts
VI.A.6.-7.
247 I.R.C. § 4958(f)(1)(A).
248 See supra note 240 and the accompanying text.
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There are several tax consequences that apply when stock of a
closely-held business is contributed to a private foundation. First, the
donor’s charitable income tax deduction for a gift of appreciated stock
might be reduced from the higher value of the stock to the lower tax
basis of the stock. Second, Congress concluded that a private foundation’s potential insulation from public scrutiny necessitated the imposi-
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tion of several excise taxes.249 The two excise taxes that usually pose
the greatest challenge for a private foundation to hold or sell S corporation stock are the excess business holdings tax of § 4943 and the selfdealing tax of § 4941. By comparison, the steep UBIT liability imposed
on S corporation income allows a private foundation to avoid paying the
2% (or 1%) excise tax that is usually imposed on a private foundation’s
investment income.250
c. Income Tax Deduction Limited to Basis
If the value of donated S corporation stock is greater than its tax
basis, a donor will only be able to claim an income tax deduction for the
stock’s lower basis if it is contributed to a private non-operating foundation.251 This is the most common type of private foundation: one that
simply makes charitable grants. Since the reduced tax deduction eliminates any tax benefit for the stock’s appreciated value, the provision
that reduces the income tax deduction for a gift of appreciated S corporation stock by the ordinary income component (described supra in Part
II.A.4.) does not apply. Even if the donor only deducts the cost basis, a
qualified appraisal of the stock’s value is still required if the claimed
income tax deduction is over $10,000.252
If S corporation stock is donated to a private operating foundation,
then a donor can claim a deduction for some of the appreciated value
under the general income tax rules that apply for a gift of S corporation

30565-act_36-4 Sheet No. 38 Side A
08/05/2011 14:05:14

249 These excise taxes include the following:
— the 1% (or 2%) excise tax on net investment income. I.R.C. § 4940.
— prohibitions on self-dealing between a private foundation and disqualified persons.
I.R.C. § 4941.
— minimum annual charitable distributions of 5% of the foundation’s net investment
assets. I.R.C. § 4942.
— an excise tax on excess business holdings. I.R.C. § 4943.
— an excise tax on investments that may jeopardize charitable purposes. I.R.C. § 4944.
— an excise tax for “taxable expenditures” (payments for any non-charitable purpose) or
a to meet “expenditure responsibility” (investigation of certain grants). I.R.C. § 4945.
250 See I.R.C. § 4940(c)(2). By comparison, a private foundation’s share of a partnership’s passive investment income is exempt from UBIT but is instead subject to the minimal 2% (or 1%) private foundation tax. I.R.C. § 512(c)(1).
251 I.R.C. § 170(e)(1)(B)(ii). By comparison, a donor who contributes publicly
traded stock to a private foundation can deduct the full appreciated value of the gift.
I.R.C. § 170(e)(5).
252 Treas. Reg. § 1.170A-13(c)(3)(i), -13(c)(2)(ii)(B)(1). The Service still wants proof
that the value of the stock is not less than the tax basis. Hence, an appraisal is necessary.
If the value is less than the tax basis, then the lower value will be the income tax
deduction.
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stock to a public charity.253 An example of a private operating foundation is a library or a museum that is funded principally by one family.
d. Excess Business Holdings Tax
The excess business holdings tax of § 4943 obliges a private foundation to dispose of its interest in a corporation254 if more than 20% of
the corporation’s voting stock is owned by a combination of the private
foundation, the donor, the donor’s family, the donor’s businesses and
other disqualified persons.255 However, a private foundation is permitted to hold such stock for up to five years if it received the stock by gift
or bequest256 (ten years with an extension).257 Since over 94% of S corporations have three or fewer shareholders, this tax poses a serious challenge for structuring charitable gifts to a private foundation or to a CLT
which is also subject to this tax.258
There are certain exceptions and modifications that may permit
greater charitable ownership. First, the 20% threshold can be increased
to 35% if someone other than a disqualified person has “effective control” over the corporation.259 Second, all related private foundations
can have a combined ownership of up to 2%, even if disqualified per-
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253 I.R.C. §§ 170(b)(1)(A)(vii), 170(b)(1)(F)(i), 4942(j)(3). The income tax deduction is reduced by the ordinary income component of the S corporation stock. I.R.C.
§ 170(e)(1).
254 If a private foundation has excess business holdings, there is an initial tax of 10%
on the value of the excess business holdings. I.R.C. § 4943(a). If the private foundation
does not dispose of the excess by the end of the taxable year, it is subject to a punitive
200% tax on the excess value. I.R.C. § 4943(b).
255 To be specific, the tax is usually triggered if the combined ownership interest of
the private foundation with that of all disqualified persons is more than 20% of a corporation’s voting stock. For example, if disqualified persons own 15% of a corporation,
then the most that a private foundation can own is 5%. I.R.C. § 4943(a), (c)(2)(A). A
disqualified person is anyone who donated more than 2% of the private foundation’s
total contributions. Family members and businesses in which the donor has substantial
ownership interests are also considered disqualified persons. The definition also includes
other private foundations to which the donor (or the donor’s family) made contributions.
See I.R.C. § 4946(a)(1). The definition of a disqualified person under the private foundation taxes is different than the definition of a disqualified person under the excess benefit
transaction taxes that apply to public charities. The tax code’s use of the same term
(“disqualified person”) for self-dealing transactions with public charities or with private
foundations, but with two different definitions, can lead to unnecessary confusion. See
supra note 245.
256 I.R.C. § 4943(c)(6).
257 I.R.C. § 4943(c)(7).
258 I.R.C. § 4947(a)(2). See supra Part V.C.2. for structuring a charitable gift of S
corporation stock to a grantor CLT and supra Part V.C.3. for how a non-grantor CLT can
qualify as an ESBT.
259 I.R.C. § 4943(c)(2)(B).
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sons own more than 20% of a corporation.260 Thus a controlling shareholder can donate under 2% of an S corporation’s voting stock to a
private foundation or to a CLT without triggering the excess business
holdings tax.261
Third, a private foundation can own an unlimited amount of nonvoting stock if disqualified persons own 20% or less of the voting stock
of the corporation.262 The Service issued several rulings that expressly
permitted S corporations to issue nonvoting stock in a tax-free recapitalization that would be used for charitable gifts.263 Finally, if over 95% of
a corporation’s income is from passive investment sources, the excess
business holdings rule might not apply at all.264 Although this last exemption clearly applies to a C corporation that has such investment income, the Service did not reach a definitive conclusion as to whether the
exemption also applied to an S corporation.265
260

I.R.C. § 4943(c)(2)(C); Treas. Reg. § 53.4943-3(b)(4).
PLR 199936031 (Sept. 10, 1999) approved a transfer of less than 2% of an S corporation’s stock to a charitable lead trust and concluded that the transfer was exempt
from the excess business holdings tax.
262 Treas. Reg. § 53.4943-3(b)(2).
263 The most interesting ruling was PLR 9839023 (Sept 25, 1998), where upon the
sole shareholder’s death the company recapitalized and issued 99 shares of nonvoting
stock plus 1 share of voting stock for every share of stock that the shareholder had
owned. All of the nonvoting stock was transferred to a private foundation and the voting
stock was transferred to a voting trust to benefit key employees. The Service concluded
that the private foundation’s ownership of the nonvoting stock was exempt from the
I.R.C. § 4943 excess business holdings tax. In PLR 9819031 (Feb 6, 1998), the Service
ruled that an S corporation could issue of a new class of nonvoting stock that the shareholder would then donate to a charitable lead annuity trust (a trust that is subject to the
same § 4943 tax). See PLR 199940013 (Oct. 8, 1999) (disclosed intent to contribute nonvoting stock to a charity) and PLR 199936031 (Sept. 10, 1999) (donation of both voting
and nonvoting stock to a charitable lead trust).
264 See I.R.C. § 4943(d)(3)(B) and the text that follows it at the end of I.R.C.
§ 4943(d)(3), which explains what is meant by “gross income from passive sources.” If,
however, the corporation was a former C corporation, such passive income could trigger
a tax and even cause the corporation to lose its S corporation status. I.R.C.
§§ 1362(d)(3), 1375. See supra note 121 and the accompanying text. An S corporation
that was never a C corporation is not subject to either of these consequences.
265 Although passive investment income is usually exempt from UBIT, a charity’s
share of an S corporation’s passive income triggers a UBIT liability to the charity. I.R.C.
§ 512(e)(1)(B) imposes UBIT on “all items of income . . . taken into account under section 1366(a).” Thus, whereas a C corporation that has nothing but passive investment
income qualifies for the exemption from the I.R.C. § 4943 excess business holdings rule,
does the UBIT treatment (normally reserved only for a charity’s commercial business
operations) change the result for an S corporation? The Service analyzed the provision
but did not reach a definitive conclusion. Ron Shoemaker & Bill Brockner, Public Charity Classification And Private Foundation Issues: Recent Emerging Significant Developments, IRS Exempt Organizations CPE Text For FY 2000 (Chapter P), reprinted in 1999
TAX NOTES TODAY 169-27 (Sept. 1, 1999). The UBIT treatment should not convert pas261
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e. Self-Dealing Tax
Private foundations are subject to strict self-dealing rules that prevent sales, leases, loans, and various payments between a private foundation and a “disqualified person.”266 An important exemption is that a
private foundation can pay a reasonable amount to a disqualified person
for personal services to carry out the private foundation’s exempt purposes.267 Since S corporations have so few shareholders and private
foundations have so few donors, any shareholder who is significantly
involved in a transaction between an S corporation and a private foundation is likely to be a disqualified person.268 A substantial contributor’s family members and controlled businesses are also considered
disqualified persons under the self-dealing rules.269
The Service has issued several favorable private letter rulings that
addressed potential self-dealing situations involving private foundations
and S corporations. Several private letter rulings permitted related parties to manage rental property donated by an S corporation.270 The Service also concluded that a charitable donation of S corporation stock
was not a self-dealing transaction.271
Another situation that can trigger the self-dealing tax occurs when
a private foundation or a CLT sells its S corporation stock. A sale to the
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sive investment income into a commercial activity. This is again an area where partnership tax treatment would be a welcome improvement over the current S corporation tax
treatment.
266 I.R.C. § 4941(a)(1), (d)(1).
267 I.R.C. § 4941(d)(2)(E).
268 I.R.C. § 4946 defines a disqualified person.
269 Affected family members include only a “spouse, ancestors, children, grandchildren, great grandchildren, and the spouses of children, grandchildren, and great
grandchildren.” I.R.C. § 4946(d). Controlled businesses are corporations of which disqualified persons hold more than 35% of the total combined voting power, partnerships
in which disqualified persons hold more than 35% of the profits interest, or trusts and
estates in which disqualified persons hold more than 35% of the beneficial interest.
I.R.C. § 4946(a)(1)(E)-(G).
270 See PLR 200326039 (June 27, 2003) and PLR 200326040 (June 27, 2003), where
an S corporation donated rental properties to a CRT and there was a management agreement with a company owned by a relative. The I.R.S. ruled that the transaction would
not constitute self-dealing if the compensation was reasonable. See also PLR 200241048
(Oct. 11, 2002) and PLR 9512002 (Mar. 24, 1995), where a related S corporation or another related party could manage rental properties held by a charitable lead trust.
271 PLR 9839023 (Sept 25, 1998) (ruling that a donation to a private foundation of
non-voting stock that represented 99% of the issued stock of an S corporation would not
constitute self-dealing); PLR 8728050 (Apr. 8, 1987) (ruling that shareholder who received installment note from S corporation to redeem stock could donate that note to a
private foundation). See PLR 9308045 (Feb. 26, 1993) (ruling under pre-1998 law that
non-pro rata funding of a private foundation was not a self-dealing transaction when an
estate owned S corporation stock).
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donor or to a related family member will likely trigger the tax. An arrangement that can solve the problem is if the corporation offers to redeem its stock from any and all shareholders at a fair price and then the
private foundation or the CLT accepts that offer.272
7. Supporting Organizations and Donor Advised Funds
a. Definitions
A donor-advised fund (“DAF”) is a separately named fund that is
held by a larger charity where a donor may recommend grants from the
fund to eligible charitable recipients.273 The governing body can accept
or reject each recommendation,274 although as a practical matter they
usually follow the donor’s recommendation whenever the proposed recipient is an eligible public charity. DAFs have become a very popular
alternative to grantmaking private foundations. The cost savings (e.g.,
no separate tax return) permit them to be established with much smaller
amounts and to make smaller grants than are made from a private foundation.275 At the Fidelity Gift Fund, the nation’s largest DAF adminis-
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272 I.R.C. § 4941(d)(2)(F). See PLR 200720021 (May 18, 2007) and PLR 200230004
(July 26, 2002) which involved such redemption offers by closely-held corporations and
where charitable remainder trusts (which are also subject to the private foundation selfdealing tax) intended to accept the offers.
273 I.R.C. § 4966(d)(2)(A) provides that a DAF
means a fund or account (i) which is separately identified by reference to contributions of a donor or donors, (ii) which is owned and controlled by a sponsoring
organization, and (iii) with respect to which a donor (or any person appointed
or designated by such donor) has, or reasonably expects to have, advisory privileges with respect to the distribution or investment of amounts held in such fund
or account by reason of the donor’s status as a donor.
Exempted from the definition is a fund where all distributions are made to one charity
and also a scholarship fund where a non-controlling member of the selection committee
made a contribution to the scholarship fund. I.R.C. § 4966(d)(2)(B).
274 The Nevada Supreme Court concluded that a donor could not compel the administrator of a donor advised fund to follow the donor’s grant recommendations. Styles v.
Friends of Fiji, No. 51642, 2011 WL 488951 (Nev. Sup. Ct. Feb 8, 2011) available at http://
www.nevadajudiciary.us/index.php/viewdocumentsandforms/func-startdown/5805. The
court cited its reasoning in a four page court order, though there is a statement that it was
to be treated as an unpublished order that should not be regarded as precedent or cited
as legal authority.
275 JANE G. GRAVELLE, CONG. RESEARCH SERV., CHARITIES AND CHARITABLE
GIVING: PROPOSALS FOR REFORM (2005), available at http://finance.senate.gov/imo/
media/doc/jgtest040505.pdf. Whereas sizeable administrative costs effectively make a
private foundation a grant-making vehicle that is only available to the wealthy, the cost
advantages of donor advised funds allow them to act as a charitable grant-making vehicle
available to the middle-class. They can operate efficiently with smaller balances. One
study found that 18% of the donor advised funds at community foundations had balances
under $10,000 and 58% had balances under $50,000. Id. at 5-6 (citations omitted). In
2005, the average balance at the nation’s largest administrator of donor advised funds
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trator, a person can establish a DAF with as little as $5,000 and can
recommend grants as small as $50. DAFs have experienced phenomenal growth over the past decade, growing from $2.4 billion of assets in
1995 to roughly $14 billion in 2003.276 Grants from donor advised funds
now exceed 10% of the grants made by the nation’s private
foundations.277
Whereas a DAF is usually an accounting entry on the books of a
larger charity, a supporting organization is a separate corporation or
trust that is classified as a public charity.278 Oversimplified, it is a
“friend of” a publicly supported charity. It is one of the few organizations that qualify as a public charity without having to pass the public
support test. It can therefore be classified as a public charity even if
there is only one donor. Congress concluded that the indirect public
scrutiny of a supporting organization by the publicly supported charity
exempted these organizations from most private foundation taxes.279
Supporting organizations are divided into three categories, depending on the extent of the control that the publicly supported charity has
over the supporting organization’s governing body: Type I,280 Type II,281
and Type III.282 Because of instances of abuse, in 2006 Congress divided
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was $80,000 and the average grant was $4,250, but the median figures were lower than the
averages. The largest administrator of donor advised funds is The Fidelity Charitable
Gift Fund, which administers nearly 20% of the nation’s donor advised funds and ranks
7th in the nation for annual charitable gifts received. In 2005, the Fidelity Charitable Gift
Fund administered over $3 billion of assets in 34,000 donor advised funds and distributed
174,000 charitable grants totaling $730 million (roughly 24% of its assets) to over 48,000
organizations. Id. at 4; see www.charitablegift.org for information about the Fidelity
Charitable Gift Fund.
276 GRAVELLE, supra note 275, at 4.
277 Id.
278 I.R.C. § 509(a)(3).
279 Quarrie Charitable Fund v. Comm’r., 603 F.2d 1274, 1277-1278 (7th Cir. 1979).
280 “Operated, supervised or controlled by” a publicly supported charity, typically
where the majority of the governing body of the supporting organization is appointed by
the publicly supported charity (oversimplified). I.R.C. § 509(a)(3)(B)(i), (f); Treas. Reg.
§ 1.509(a)-4(g).
281 “Supervised or controlled in connection” with a publicly supported charity,
where, for example, the governing body of the supporting organization is identical to the
governing body of the publicly supported charity (oversimplified, and fairly rare). I.R.C.
§ 509(a)(3)(B)(ii); Treas. Reg. § 1.509(a)-4(h)(2)-(3), Ex. (1).
282 “Operated in connection with” a publicly supported charity, where the majority
of the governing body of the supporting organization is not appointed by the publicly
supported charity yet is not controlled by a disqualified person (oversimplified). An example might be a board of directors where two are appointed by the charity, two are
appointed by the donor and the tie-breaker is selected by a neutral method. I.R.C.
§§ 509(a)(3)(B)(iii), 4943(f)(5)(A); Treas. Reg. § 1.509(a)-4(f)(4), (i)(1). Even before the
2006 legislation, the Tax Court labeled these Type III tax regulations as “almost frighteningly complex and difficult.” Friends of the Soc’y of Servants of God v. Comm’r., 75 T.C.
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Type III supporting organizations into two categories (“functionally integrated”283 and “non-functionally integrated” (“NFI”)284) and imposed
new restrictions on NFI Type III supporting organizations, including the
private foundation excess business holdings restriction of § 4943.
b. Implications for Holding S Corporation Stock
Although classified as public charities rather than private foundations, both DAFs and NFI Type III supporting organizations are subject
to one of the private foundation taxes and to a special type of self-dealing prohibition. First, they are subject to the private foundation excess
business holdings tax.285 Thus, they must dispose of any excess business
holdings of donated S corporation stock within five years (or ten years
with an extension). By comparison, Type I and Type II supporting organizations are exempt from the excess business holdings rule, provided
that they are not directly or indirectly controlled by one or more disqualified persons.286
Second, the self-dealing prohibitions that apply to DAFs and to
Type III supporting organizations are different than the comparable
rules that apply to either public charities or to private foundations. The
general rule for other public charities is that the excess benefit penalty
only applies to the excess amount that the charity paid to a disqualified
person; the portion that exceeds the reasonable value of the services rendered or the property purchased.287 Furthermore, the excess benefit
rules generally do not apply to transactions with donors unless they are
30565-act_36-4 Sheet No. 41 Side A
08/05/2011 14:05:14

209, 213 (1980). Two other courts called them “fantastically intricate and detailed”.
Change-All Souls Hous. Corp. v. United States, 671 F.2d 463, 470 (Ct. Cl. 1982) (citing
Windsor Found. v. United States, 77-2 U.S.T.C. Par. 9709, 2 (E.D. Va. 1977).
283 I.R.C. § 4943(f)(5)(B). Generally, a functionally integrated Type III supporting
organization is a supporting organization that performs functions of or carries out purposes of the supported organization that, but for the supporting organization, the supported organization would engage in directly. An example might be a Type III
supporting organization that serves as the linchpin for multiple corporations that operate
a non-profit hospital.
284 An NFI Type III supporting organization is any Type III that is not functionally
integrated, such as one that makes grants to the supported charity. I.R.C.
§ 4943(f)(3)(A). The 2006 legislation made an NFI a virtual tax pariah. An NFI cannot
receive a grant from a private foundation and is subject to burdens to which other supporting organizations are not subject, including a minimum distribution requirement similar to law that applies to private foundations. The amendments were made by § 1241(e)
of the Pension Protection Act of 2006, Title XII, Subtitle B, Part 3, § 1241(e), 120 Stat.
780(2006). Many NFIs terminated their supporting organization status in 2007.
285 I.R.C. § 4943(e) (donor advised funds); I.R.C. § 4943(f) (NFI Type III supporting
organizations).
286 I.R.C. §§ 509(f)(2)(B)(i), 4943(f)(3)(B).
287 I.R.C. § 4958(a), (c)(1)(A).
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also “insiders” at that public charity.288 By comparison, the private
foundation rules are harsher. The self-dealing taxes tolerate payments
to a disqualified person for the reasonable value of services rendered
but generally prohibit a sales transaction with a disqualified person.289
The private foundation laws have a broad definition of a disqualified
person that typically will include the donor, the donor’s family and controlled businesses.290
The rules for DAFs and supporting organizations are nearly the inverse of the private foundation rules: there is complete prohibition
against paying a donor/substantial contributor (or a person related to a
donor/substantial contributor)291 for services292 but a property sale with
a donor is permissible for cash (but not a loan) as long as it meets the
general excess benefit standards that apply to public charities.293 Thus,
whereas the Service concluded that an S corporation that was affiliated
with a donor could manage rental properties owned by a charitable trust
without violating the private foundation self-dealing rules,294 this arrangement might not be permissible if similar properties were held by a
DAF or by a supporting organization.
288

I.R.C. § 4958(f)(1)-(4).
See the exemption that allows a private foundation to pay a disqualified person
for “personal services which are reasonable and necessary to carrying out the exempt
purpose of the private foundation” contained in I.R.C. § 4941(d)(2)(E); See also
§ 53.4991(d)-2(c)(4) of the Foundation and Similar Excise Tax Regulations, T.D. 9390,
I.R.B. 2008-18, which details which general banking services do not constitute acts of selfdealing, despite the bank or trust company’s status as a disqualified person.
290 See supra note 269.
291 The prohibition against a payment for services generally applies to any donor to
any DAF. I.R.C. §§ 4958(c)(2), 4958(f)(7) and 4966(d)(2)(A)(ii). By comparison, the
rules only apply to a donor who is a “substantial contributor” to a supporting organization. I.R.C. § 4958(c)(3)(A)(i)(I), (c)(3)(B) and (c)(3)(C). The prohibition also applies
to individuals and businesses that are related to such a donor/substantial contributor. Id.
292 I.R.C. § 4958(c)(2)(A) (donor advised funds), (c)(3)(A) (supporting organizations). In that case the total amount of the compensation is deemed to be an excess
benefit transaction rather than just the portion of the payment that exceeds the reasonable value of the services.
293 The special rules contained in I.R.C. § 4958(c)(2) (c)(3) for donor advised funds
supporting organizations only apply to a “grant, loan, compensation, or other similar payment.” See, for example, PLR 200821024 (May 23, 2008), which involved a donation of
closely-held stock to a DAF that the parties expected would be redeemed by the corporation in a manner similar to that described in Rev. Rul. 78-197, 1978-1 C.B. 83. The Service did not expressly address potential excess benefits tax issues under I.R.C. § 4958.
294 PLR 200241048 (Oct. 11, 2002). The ruling was issued to a charitable lead trust
that benefitted a private foundation, but it interpreted the same self-dealing statute that
applies to private foundations: I.R.C. § 4941. See also PLR 200326039 (June 27, 2003)
and PLR 200326040 (June 27, 2003), where an S corporation donated rental properties to
a CRT and there was a management agreement with a company owned by a relative. A
CRT is also subject to the I.R.C. § 4941 self-dealing tax.
289
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To add to the complexity, the affected parties are defined differently than “disqualified persons.” The penalties can apply to any contributor to a DAF295 and to a substantial contributor to a supporting
organization, even if that donor has little influence over the organization’s governing body.296
B. Donation of a Controlling Interest to a Charity

295

08/05/2011 14:05:14

I.R.C. § 4958(f)(7).
I.R.C. § 4958(c)(3)(B).
297 See Article I, supra note 9, at 502-06 for the complications that arise when an S
corporation attempts to make a charitable gift to a charity that owns some of its stock.
298 Id. The distribution to a shareholder usually triggers a taxable gain. I.R.C. § 311.
299 See supra Part IV.C. for analysis of disproportionate dividend distributions.
300 Treas. Reg. § 53.4958-4(a)(2)(iv), Ex. 1. The excess benefit tax can be triggered if
a wholly-owned subsidiary engages in an excess benefit transaction with someone who is
a disqualified person with respect to the controlling public charity.
301 I.R.C. § 512(b)(13)(A).
302 I.R.C. § 512(b)(1)-(3).
296

30565-act_36-4 Sheet No. 42 Side A

There are additional tax concerns when a shareholder transfers a
controlling interest in an S corporation to a charity. This is most likely
to occur with a bequest of an entire S corporation from the corporation’s sole shareholder. A charity will likely accept such a donation only
if the corporation owns properties that the charity would otherwise be
willing to accept, such as rental properties.
There are several tax concerns. First, if a charity owns any percentage of the stock there is uncertainty whether a distribution to the charity-shareholder qualifies as a charitable gift or whether it is a dividend
distribution to one shareholder.297 The problem is accentuated if the
distribution consists of appreciated property. Whereas appreciated
property is usually the best property to use for a charitable gift, it is
usually the worst property to distribute to a shareholder.298 Second, if
there are other shareholders, then a disproportionate dividend distribution might be considered a second class of stock that could terminate the
corporation’s Subchapter S tax status.299 Third, there could be potential
self-dealing and excess business holding taxes described in the preceding
paragraphs.300
Finally, if a controlled S corporation deducted rent, interest, royalty
or annuity payments that were made to a controlling tax-exempt organization, then some or all of the payments could be taxable UBTI to the
controlling organization.301 Normally these sources of income are exempt from UBIT when received by a tax-exempt organization.302 This
provision was originally intended to prevent a charity’s for-profit subsidiary from reducing its taxable income to near zero by claiming tax deductions for business expense payments to a tax-exempt parent charity.
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Today it applies anytime a tax-exempt organization has more than a
50% interest in a corporation or a partnership.303 The net effect is to
shift the tax liability from the controlled entity to the controlling taxexempt organization.304 There is no evidence that Congress intended
this provision to also apply to S corporations, but the statute is broad
enough to cover S corporations and it explicitly applies to partnerships
as well.305
C. Deferred Gifts
The only split-interest charitable arrangements that are available to
a shareholder of an S corporation are a charitable gift annuity and a
CLT. A CRT is not eligible to own S corporation stock.306
Charities are reluctant to issue a charitable gift annuity for a gift of
S corporation stock. First, there is a general aversion to pay an annuity
for a contribution of an illiquid asset. Second, the UBIT liabilities complicate the computation of an appropriate annuity.307 Assuming a charity is willing to issue an annuity, if the contributor is a “disqualified
person” there is the added risk that an excessive annuity payment could
be an excess benefit transaction, especially in the case of a supporting
organization or a donor advised fund.308 A private foundation is prohibited from issuing a charitable gift annuity to a disqualified person
because of the self-dealing rules.
A grantor CLT can own S corporation stock because all grantor
trusts are eligible to own such stock.309 A non-grantor CLT can also
own such stock, but only if it makes an ESBT election.310 In either case
the trustee should be alert to comply with the excess business holdings
30565-act_36-4 Sheet No. 42 Side B
08/05/2011 14:05:14

303 I.R.C. § 512(b)(13)(D)(i) provides that a tax-exempt organization has a controlling interest when there is
(I) in the case of a corporation, ownership (by vote or value) of more than 50
percent of the stock in such corporation, (II) in the case of a partnership, ownership of more than 50 percent of the profits interests or capital interests in such
partnership, or (III) in any other case, ownership of more than 50 percent of the
beneficial interests in the entity.
304 If the tax-exempt organization owns the entire S corporation, then the net effect
is a wash. The corporation’s reduced income is matched by the charity’s increased UBTI.
There could, however, be an economic effect if there are other shareholders who pay less
income tax because of tax deductions for interest or rent payments to the tax-exempt
shareholder.
305 See United States v. Stover, 731 F. Supp. 2d 887, 905 (W.D. Mo. 2010).
306 See supra Part V.C.5. and the accompanying footnotes for how a mistaken transfer to a CRT can be waived as an inadvertent termination.
307 See supra Part V.C.4.
308 See supra Parts VI.A.5.-7.
309 See supra Part V.A.2. for the rules and for planning considerations.
310 See supra Part V.A.3.
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tax while the CLT owns the stock and the private foundation self-dealing tax when it disposes of the stock.311
VII. UNRELATED BUSINESS INCOME TAX
GAIN FROM STOCK SALE

ON

INCOME

AND

A. Imposition of Unrelated Business Income Tax
1. Overview
Although charities are generally exempt from paying income tax on
their revenue from selling exempt function services and their revenue
from investments,312 they must pay an income tax on profits from operating an unrelated business. The “unrelated business income tax” is levied on “unrelated business taxable income.”313 Congress enacted the
tax in 1950 to prevent a tax-exempt organization from unfairly competing against taxpaying businesses when it regularly engages in a business
activity that is not related to its tax-exempt purpose.314
There are two types of UBTI. The first type is from a regularly
conducted trade or business that is not substantially related to a taxexempt organization’s exempt purpose.315 Examples include a university’s operation of a commercial television station316 and an animal shelter’s sale of grooming services.317 The profits from such activities are
subject to taxation whether the exempt organization engages in them
directly318 or indirectly through a partnership319 or an S corporation.320
By comparison, revenue from an exempt function source (for example,
a college’s tuition or a hospital’s fee for medical services) is exempt

08/05/2011 14:05:14

See supra Part VI.A.6.b.
I.R.C. § 501(a) (exempting from taxation organizations described in I.R.C.
§§ 401(a) (qualified retirement plans), 501(c) (which includes I.R.C. § 501(c)(3)
charities)).
313 I.R.C. §§ 501(b), 511-14.
314 I.R.C. § 301(a) (1950); Pub. L. No. 81-994, 64 Stat. 906, 949. For the legislative
history of the first UBIT legislation, see S. REP. NO. 81-2375, at 1-121 (1950), reprinted in
1950-2 C.B. 483, 504. The legislation changed the “destination of income rule” that had
previously permitted a charity’s unrelated commercial activities to be exempt from taxation if the charity used the proceeds from the activity for charitable purposes. Trinidad v.
Sagrada Orden de Predicadores, 263 U.S. 578 (1924) (holding that a religious order could
sell chocolates and wines in a gift shop and keep its tax-exempt status); C. F. Mueller &
Co. v. Comm’r., 190 F. 2d 120 (3d Cir. 1951) (holding that a university could operate a
commercial spaghetti factory).
315 I.R.C. §§ 512(a)(1), 513(a).
316 E.g. Iowa State Univ. v. United States, 500 F. 2d 508, 524 (Ct. Cl. 1974).
317 Rev. Rul. 73-587, 1973-2 C.B. 192.
318 I.R.C. §§ 511, 512(a)(1), 513(a).
319 I.R.C. § 512(c)(1); Treas. Reg. § 1.512(c)-1; see infra Part VII.A.2.
320 I.R.C. § 512(e)(1); see infra Part VII.A.3.
312
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from UBIT even if the activity puts the organization in direct competition with a comparable taxpaying business.321
The second form of UBTI is “debt-financed” income.322 Although
passive investment income is generally excluded from UBTI,323 such income may be taxable if it was obtained with debt financing.324 Thus a
charity’s or a retirement plan’s purchase of stocks or securities on a margin account can produce taxable debt-financed UBTI325 as can the
purchase of rental property that was financed with debt.326 Congress’
classification of all income from an S corporation as UBTI trumps the
debt-financed UBIT rules. Thus, as a practical matter it should not matter whether a charity acquired S corporation stock with indebtedness or
if an S corporation’s investment or rental property was financed with
debt since all S corporation income is subject to UBIT. By comparison,
debt-financing issues can be important for income attributable to partnerships and LLCs since the presence of debt-financed property could
cause some of a partnership’s or LLC’s investment income (which is
normally exempt from UBIT) to be subject to UBIT.327
2. Income from Partnerships and LLCs
Although a charity might view the income generated from a
donated partnership interest or LLC interest to be similar to any other
sort of passive investment income, the income tax laws view the investment as a charity’s indirect participation in the partnership’s or LLC’s
underlying activities. Even a modest investment in a partnership or
LLC that operates an unrelated commercial enterprise will trigger
30565-act_36-4 Sheet No. 43 Side B
08/05/2011 14:05:14

321 Treas. Reg. § 1.513-1(d)(4)(i), Ex. (1). A tax-exempt college’s tuition revenue is
exempt from UBIT since it is a charge for providing its exempt purpose of education.
This is the case even though the college may be in direct competition with a for-profit
educational organization that offers the same courses.
322 S. REP. NO. 91-552, at 1-336 (1969), reprinted in 1969-3 C.B. 423, 464. Congress
concluded in 1969 that tax-exempt organizations were able to use borrowed funds to
acquire rental and other investment property at a competitive advantage over taxable
organizations. Id.
323 I.R.C. § 512(b)(1), (3), (5); Treas. Reg. § 1.512(b)-1. Interest, dividends, rents
and the gain from the sale of non-S corporation stock are exempt from UBIT. I.R.C.
§ 512(b)(1), (3, (5); Treas. Reg. § 1.512(b)-1.
324 I.R.C. §§ 512(b)(4), 514; Treas. Reg. § 1.514(b)-1(a).
325 Sw. Tex. Electrical Coop., Inc. v. Comm’r., 67 F. 3d 87, 90 (5th Cir. 1995) (finding
treasury notes were debt-financed); Kern County Electrical Pension Fund v. Comm’r., 96
T.C. 845 (1991); Elliot Knitwear Profit Sharing Plan v. Comm’r., 614 F.2d 347 (3d Cir.
1980).
326 Treas. Reg. § 1.514(b)-1(b)(1)(iii), Ex. 2; Contra I.R.C. § 514(c)(9) (containing
exemptions for certain real property acquisitions, particularly the special allocation rules
contained in subsection (E)).
327 See Suzanne Ross McDowell, Taxation of Unrelated Debt-Financed Income, 34
EXEMPT ORG. TAX REV. 197, 204 (2001).
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UBIT to a charity.328 The Service even suggests that a very large financial interest in a partnership can threaten an organization’s tax-exempt
status.329 The unrelated business activities of the partnership or LLC
will be attributed to the exempt organization even if the tax-exempt organization doesn’t take any active role in the partnership’s business.330
By comparison, a Supreme Court decision suggests that there is not such
a risk when there is a comparably large investment in a corporation.331
Only the portion of the income attributable to a partnership’s or
LLC’s unrelated commercial activities is subject to UBIT.332 A tax-exempt organization usually will not pay any tax on its share of partnership income from passive investments, such as interest, dividends and

328 See Treas. Reg. § 1.6012-2(e). A UBIT tax return, Form 990-T, must be filed if a
tax-exempt organization has $1,000 or more of gross unrelated business income. Id.
329 E.g. Rev. Rul. 98-15, 1998-12 I.R.B. 6.
330 Id.
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For federal income tax purposes, the activities of a partnership are often considered to be the activities of the partners. . . . Aggregate treatment is also consistent with the treatment of partnerships for purpose of the unrelated business
income tax under I.R.C. § 512 (c). See H.R. NO. 2319, 81st Cong., 2d Sess. 36,
110-112 (1950); S. REP. NO. 2375, 81st Cong., 2d Sess. 26, 109-110 (1950); Treas.
Reg. § 1.512 (c)-1. . . . Thus, the activities of an LLC treated as a partnership for
federal income tax purposes are considered to be the activities of a nonprofit
organization that is an owner of the LLC when evaluating whether the nonprofit organization is operated exclusively for exempt purposes within the
meaning of I.R.C. § 501(c)(3).
Id. For analysis, see Fred Stokeld, Owens, Practitioners Discuss Rev. Rul. 98-15, 21 EXEMPT ORG. TAX REV. 13 (1998) and Gregory A. Petroff, Whole Hospital Joint Ventures:
The IRS Position On Control, 21 EXEMPT ORG. TAX REV. 19 (1998). Of course, if the
charity is directly engaged in the commercial activities of a partnership, the IRS could
attempt to revoke the tax-exempt status of a charitable organization if its overall activity
was not primarily charitable. Bruce Hopkins, Tax Consequences of a Charity’s Participation as a General Partner in a Limited Partnership Venture: A Commentary on the McGovern Analysis, 30 TAX NOTES 361 (1986).
331 Moline Prop. v. Comm’r., 319 U.S. 436, 440 (1943).
332 The rules are contained in § 512(c), which states: “If a trade or business regularly carried on by a partnership of which an organization is a member is an
unrelated trade or business with respect to such organization, such organization
in computing its unrelated business taxable income shall . . . include its share
(whether or not distributed) of the gross income of the partnership from such
unrelated trade or business and its share of the partnership deductions directly
connected with such gross income.
See also Service Bolt & Nut Co. Profit Sharing Trust v. Comm’r., 724 F.2d 519, 522 (6th
Cir. 1983) (finding that a retirement plan’s 90% ownership interest in limited partnership
that distributed fasteners was taxable, even though the plan physically did no work) Rev.
Rul. 79-222, 1979-2 C.B. 273; I.R.C. § 512(c); Treas. Reg. § 1.512(c)-1.
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capital gains.333 As an illustration, assume that a tax-exempt charity
owns an interest in an LLC that operates a debt-free factory. The LLC
informs the charity-owner on Schedule K-1 that its share of the operating profits was $100,000 (Line 1 of Schedule K-1), interest income was
$5,000 (line 5), long-term capital gains was $9,000 (line 9) and charitable
donations to unrelated charities was $13,000 (line 13). The charity must
report as UBTI only its share of the income from the operation of the
factory: $100,000. The investment income (interest and capital gains) is
usually not UBTI; only the profit from the business operation is.334 The
charity can claim a charitable deduction for the LLC’s charitable gift to
reduce its UBIT liability, but if the charity is a corporation it may only
be able to deduct $10,000 (i.e., 10% of its UBTI) of the $13,000
amount.335
3. Income from S Corporations
A tax exempt organization’s share of income from an S corporation
is taxed differently than that of a comparable partnership or LLC. Section 512(e) subjects a charity or a § 401(a) qualified retirement plan to
UBIT on its share of all taxable income attributable to an S corporation,
including sources that are traditionally exempt from UBIT, such as interest, dividends, rents, and capital gains.336 Thus in the previous example, the charity would have to report $114,000 of UBTI rather than just
$100,000. The congressional committee report concluded that this treatment was appropriate in light of the history of granting S corporations
exemption from the conventional corporate income tax.337
30565-act_36-4 Sheet No. 44 Side B
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333 Treas. Reg. § 1.512(c)-1; S. REP. NO. 85-1402, at 1-5 (1958), reprinted in 1958-1
C.B. 656, 657. The exception would be if the investment income was generated by debtfinanced property. See supra Part VII.A.1.
334 Treas. Reg. § 1.512(c)-1. See also the Senate Committee Report that stated that a
partnership interest held by a charitable organization (whether a general partnership interest or a limited partnership interest) produced unrelated business income except to the
extent that the income received by the partnership would have been exempt income to
the charitable organization (e.g., dividends and interest). S. REP. NO. 85-1402, at 1-5
(1958), reprinted in 1958-1 C.B. 656, 657. An exception when a charity’s share of a partnership’s passive investment income could be subject to the UBIT is if the partnership
has debt-financed income. See supra note 324 and accompanying text.
335 See infra Part VII.B.1. for the rules governing a charitable UBIT deduction.
336 I.R.C. § 512(e).
337 See Joint Comm. on Int. Rev. Taxation, General Explanation of Tax Legislation
Enacted in the 104th Congress (The “Blue Book”), Part Four(I)(C): “Provisions Relating
To S Corporations” (1996) which states:
Reasons for Change
The Congress believed that the present-law prohibition of certain tax-exempt organizations being S corporation shareholders may have inhibited employee ownership of
closely-held businesses, frustrated estate planning, discouraged charitable giving, and restricted sources of capital for closely-held businesses. The Congress sought to lift these
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This produces a substantial disparity between the UBIT treatment
of partnerships and that of S corporations. The dollar amounts can be
significant. In 2006, over 23% of all S corporation income was from
such investment income.338 The statute also imposes a harsh result on S
corporations that carry out the exempt functions of a charitable shareholder. If a charity owns an interest in a partnership or an LLC that
furthers its charitable purposes, then the income generated by the partnership or LLC will not be subject to UBIT.339 There is no comparable
exemption when an S corporation performs the same functions. The
charity’s share of all income of an S corporation, even the income from
the S corporation’s activities that further the charity’s exempt purpose,
will be subject to UBIT.
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barriers by allowing certain tax-exempt organizations to be shareholders in S corporations. However, the provisions of subchapter S were enacted in 1958 and substantially
modified in 1982 on the premise that all income of the S corporation (including all gains
on the sale of the stock) would be subject to a shareholder-level income tax. This underlying premise allows the rules governing S corporations to be relatively simple (in contrast, for example, to the partnership rules of subchapter K) because of the lack of
concern about “transferring” income to non-taxpaying persons. Consistent with this underlying premise of subchapter S, the provision treats all the income flowing through to a
tax-exempt shareholder, and gains and losses from the disposition of the stock, as unrelated business taxable income.
Explanation of Provision
Tax-exempt organizations described in Code sections 401(a) and 501(c)(3) (“qualified tax-exempt shareholders”) are allowed to be shareholders in S corporations. For
purposes of determining the number of shareholders of an S corporation, a qualified taxexempt shareholder will count as one shareholder. An individual retirement account is
not a qualified tax-exempt shareholder.
Items of income or loss of an S corporation will flow-through to qualified tax-exempt
shareholders as UBTI, regardless of the source or nature of such income (e.g., passive
income of an S corporation will flow through to the qualified tax-exempt shareholders as
UBTI.) In addition, gain or loss on the sale or other disposition of stock of an S corporation by a qualified tax-exempt shareholder will be treated as UBTI. A distribution of
stock to a qualified plan participant or beneficiary will be considered to be a taxable
disposition.
338 Parisi, supra note 1, computed from data in Figure A at 92.
339 Rev. Rul. 98-15, 1998-1 C.B. 718 (non-profit hospital and a for-profit hospital
form an LLC to operate a hospital (Situation 1)) and Rev. Rul. 2004-51, 2004-1 C.B. 974
(university and a for-profit media company form an LLC to broadcast seminars). See
also PLR 9736039 (Sept. 5, 1997), where a charity was the general partner of a partnership to develop housing for low-income individuals. PLR 9105029 (Feb. 1, 1991) involved
a non-profit hospital’s participation in a partnership with a Subchapter S corporation to
own and operate medical equipment.
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B. UBIT Charitable Deduction and Tax Rates — Important
Differences Between Charitable Corporations and Charitable
Trusts
1. Overview

2. Charitable Deduction
If a tax-exempt organization makes a gift to a charity, it can claim a
charitable income tax deduction to reduce its UBIT liability.343 The gift
does not have to be directly connected with the carrying on of a trade or
340

08/05/2011 14:05:14

I.R.C. § 401(a).
I.R.C. § 401(f). Most mutual fund companies will use custodial accounts rather
than trusts for their qualified plan accounts.
342 Jael Jackson, Unrelated Business Income Tax Returns, 2006, IRS STATISTICS OF
INCOME BULLETIN, 149 (2008). Figures were computed from data in Figure E at 155.
343 I.R.C. § 512(b)(10), (11); Treas. Reg. § 1.512-1(g). Laura Peebles, Tax Saving
Opportunities for Charities Owning Subchapter S Stock, THE PLANNED GIVING DESIGN
CENTER, LLC, (1999), available at http://www.pgdc.com/pgdc/article/1999/10/tax-savingopportunities-charities-owning-subchapter-s-stock.
341
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The amount of a charity’s or a qualified retirement plan’s UBIT
liability will vary dramatically depending on whether the organization is
a corporation or a trust. The tax rates are especially different for longterm capital gain income. Trusts generally pay the same maximum 15%
maximum tax rate on long-term capital gains as individuals, whereas a
corporation can pay marginal tax rates on capital gains as high as 35%.
Since most gifts of S corporation stock are arranged with hopes of a
prompt sale by the charity for a gain, such divergent tax treatment encourages donations to charitable trusts rather than charitable corporations. Furthermore, if a gift is made to a supporting organization that
will distribute the sales proceeds to the main charity, then a supporting
organization that is a charitable trust may be able to claim a much larger
charitable tax deduction to reduce the UBIT liability than is possible
had the supporting organization been a corporation.
Most charities are non-profit corporations, which is a much more
flexible legal structure for dealing with complicated business operations
(e.g., operating a zoo or a symphony) than a trust, which often is subject
to supervision by a probate court. The most common forms of charitable trusts are grant-making foundations, such as private foundations and
supporting organizations. By comparison, most retirement plans are
trusts since federal law requires a qualified retirement plan’s assets to be
held in a trust340 or a custodial account.341 In 2006, 79% of UBIT tax
returns were filed by corporations and only 21% were filed by trusts.342
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business.344 If the donating organization is a non-profit corporation,
then the maximum annual deduction limitation is 10% of UBTI.345 If
the donating organization is a trust, then the maximum annual charitable deduction limitations are the more generous 50% and 30% limitations that apply to individuals.346
To qualify for the deduction, the tax exempt organization must
make a contribution to a different charity. A charity cannot claim a
charitable deduction for amounts that it expends on its own programs.347 Although the sole purpose of a supporting organization might
be to make distributions to a public supported charity, the statute and
regulations are clear that a charitable trust’s distributions to the charity
that is designated as the supported charity can qualify for the UBIT
charitable deduction.348
3. Tax Rates — Especially Capital Gains
The amount of UBIT that a tax-exempt organization pays on its
UBTI, especially its long-term capital gain income, varies dramatically
depending on whether it is a corporation or a trust.349 Congress imposed the tax rates paid by conventional trusts and corporations to the
UBTI earned by tax-exempt trusts and corporations, respectively.350
A charitable trust and a qualified retirement plan, like a conventional trust or estate, are quickly subject to the highest tax rates on their
taxable income. In 2011, ordinary income was subject to the highest
35% marginal income tax rate once UBTI reached just $11,350.351 By
comparison, an individual was not subject to a 35% marginal tax rate
30565-act_36-4 Sheet No. 46 Side A
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344 Peebles, supra note 343. In the case of trusts, a tax-exempt trust can claim a
charitable UBIT deduction more easily than a conventional trust can claim a charitable
income tax deduction. Normally a trust or estate cannot claim a charitable income tax
deduction unless the source is traced to the trust’s or estate’s income. I.R.C. § 642(c)(1);
Treas. Reg. § 1.642(c)(1)(a)(1). The Tax Court explained the tracing requirement in Van
Buren v. Commissioner, 89 T.C. 1101, 1108-09 (1987). By comparison, the UBIT statute
and regulation explicitly provide that there is no requirement to trace the source of the
charitable gift to UBTI in order for a charitable trust to claim a UBTI charitable deduction since the gift does not have to be directly connected with the carrying on of a trade
or business. I.R.C. § 512(b)(11); Treas. Reg. § 1.512(g)(2).
345 I.R.C. § 512(b)(10); Indep. Ins. Agents v. Comm’r., T.C. Memo 1992-163, 166;
aff’d, 998 F. 2d 898 (11th Cir. 1993).
346 I.R.C. § 512(b)(11); Treas. Reg. § 1.512(g)(2).
347 Treas. Reg. § 1.512(g)(3).
348 I.R.C. § 512(b)(11) states “a distribution made by the trust to a beneficiary described in section 170 shall be considered as a gift or contribution.”
349 Compare I.R.C. § 511(a) with I.R.C. § 511(b).
350 I.R.C. §§ 1(e), 511(b); Treas. Reg. § 1.511-1.
351 Rev. Proc. 2011-12, 2011-2 I.R.B. 297.
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Id.
Long-term capital gains of a trust are taxed at the same rates that individuals pay.
In most cases, the maximum rate is 15% for capital gains on assets that have been held
for over 12 months. I.R.C. §§ 1(e), (h), 511(b); Treas. Reg. § 1.511-1.
354 I.R.C. § 511(a).
355 I.R.C. §§ 11, 511(a). Please see infra note 356 for an explanation of the effective
tax rates of 39% and 38% imposed at certain income levels.
356 I.R.C. §§ 12(4), 511(a)(1), 1201(a). Consequently, a corporation’s long-term capital gains are not subject to the 3% and 5% surtaxes that impose effective marginal corporate tax rates of 39% for taxable income between $100,000 and $335,000 and 38% for
taxable income between $10,000,000 and $15,000,000. See I.R.C. § 11(b)(1).
357 Margaret Riley, Unrelated Business Income Tax Returns, 2004, IRS STATISTICS OF
INCOME BULLETIN, 76, 78 (2008).
353
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until taxable income exceeded $379,150.352 Despite the high tax rate on
ordinary income, a trust’s long-term capital gains are generally subject
to the same low 15% maximum income tax rate paid by individuals.353
All other charities, including state universities, pay UBIT by using
the income tax rates imposed on for-profit C corporations.354 They are
generally subject to lower tax rates than trusts on ordinary income from
business operations. Income is not subject to the highest 39% marginal
rate until UBTI reaches $100,000 and then the rate falls to 34% when
UBTI exceeds $335,000 (35% for income over $10 million).355 However, corporations do not get the benefit of paying a lower tax rate on
long-term capital gains. Such gains are generally taxed at the same marginal rate as ordinary income, subject to a maximum 35% rate.356
The disparate tax rates that tax-exempt trusts and tax-exempt corporations pay on their UBTI should be corrected. The purpose of
UBIT is to put tax-exempt organizations on the same level playing field
(and no worse) as their taxpaying business counterparts, who are generally corporations or individuals who own an LLC or partnership interest. Despite this tax objective, between 1998 and 2004, tax-exempt
trusts paid an average UBIT liability of two to six times the amount paid
by comparable tax-exempt corporations.357
Trusts rarely engage in commercial business operations. The reason
that trust income tax rates are so high is to prevent wealthy individuals
from using trusts to shift income at low tax rates to family members.
That policy has no bearing on tax-exempt organizations that may have
UBTI from owning an interest in a partnership or an S corporation that
engages in a commercial business operation. There is, therefore, no policy reason for a charitable trust to have to pay significantly higher income tax rates on UBTI than a charitable corporation. Section 511
should be reformed to establish a single set of tax rates on ordinary
income from business operations — probably the Subchapter C corporate rates would be most appropriate. However, an argument can be
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made that charities and qualified retirement plans should be allowed to
pay the reduced 15% tax rate on long-term capital gains. That rate is
the same tax rate that the government would have imposed on shareholders of an S corporation (usually individuals and definitely not Subchapter C corporations) had they sold the stock.358
C. Gain from the Sale of S Corporation Stock
A tax-exempt organization’s investment income, including capital
gains, is generally exempt from UBIT.359 An exception applies to the
sale of debt-financed property: the capital gain attributable to the portion of the property that was acquired with debt-financing is subject to
UBIT.360 The only other situation where Congress imposed UBIT liability on a capital gain is from the sale of one other asset: S corporation
stock.361 As has been demonstrated, this law should be changed. The
gain from the sale of S corporation stock should be exempt from UBIT,
just as the capital gain from the sale of an LLC interest, a partnership
interest, or stock of a C corporation is exempt from UBIT.
D. Miscellaneous and Unresolved UBIT Issues
1. When Are Cash and Property Dividend Distributions Taxed as
UBIT?

358
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Corporations are not eligible to be S corporation shareholders. I.R.C. § 1361.
I.R.C. § 512(b)(5).
360 Treas. Reg. § 1.514(a)-1(a)(1)(v)(a). The Service also takes the position that a
partnership’s disposition of property that was acquired with debt financing can trigger
debt-financed UBTI to a tax-exempt partner. TAM 9651001 (Dec. 20, 1996).
361 I.R.C. § 512(e)(B) states: “notwithstanding any other provision of this part. . . (ii)
any gain or loss on the disposition of the stock in the S corporation shall be taken into
account in computing the unrelated business taxable income of such organization.”
362 I.R.C. § 1368.
359
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With only a few exceptions, a shareholder — including a charity —
does not pay any income tax on the distributions that it receives from an
S corporation.362 A good analogy is a savings account. A person pays
income tax only on the interest that is added to the account. There is no
income tax on cash withdrawn from the account since a person is only
receiving amounts that had already been taxed. Similarly with an S corporation, partnership or an LLC, a shareholder, partner or member —
including a charity — is generally taxed only on his or her share of the
business income. Distributions of cash and property are generally taxfree to the business owner.
There are, however, three situations when a distribution from an S
corporation could be taxable. First, if a cash distribution is greater than
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the basis of the stock, then the excess is taxable as a capital gain.363 If
the shareholder is a tax-exempt charity or qualified retirement plan, the
gain would probably be UBTI.
Second, if the S corporation had ever been a C corporation, then a
distribution of accumulated profits attributable to the C corporation
years could be a taxable dividend to taxpaying shareholders.364 However, it is probably not taxable as UBTI to a tax-exempt shareholder in
the year paid.365 A tax-exempt shareholder may pay a price in the future, though. A tax-exempt charity or retirement plan may have to reduce its basis in the stock by these dividends (thereby increasing the size
of the taxable gain upon the stock’s sale) even though taxpaying shareholders normally do not have to reduce their stock basis for such
dividends.366
The third and most serious situation is if the S corporation distributes appreciated property, such as real estate, to its shareholders. Such
a distribution can trigger taxable income to the corporation, regardless
of whether it is distributed as an ongoing distribution or upon liquida-
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363 I.R.C. § 1368(b)(2), (c)(3). For example, if an S corporation distributes $30,000
cash to a shareholder who only has a basis in the stock of $20,000, the extra $10,000 is
taxed as a capital gain.
364 If an S corporation had ever been a C corporation, then I.R.C. § 1368(c)(2) provides that after an S corporation has distributed all of the profits that it had accumulated
from the years that it had been an S corporation, the remaining part of any distribution
will be treated as an ordinary dividend income to the extent the corporation had accumulated profits from years when it was a C corporation. For most taxpayers, it means that
the distribution is taxable as ordinary dividend income. I.R.C. § 301.
365 I.R.C. § 512(e)(1)(B)(i) provides that a charity that owns S corporation stock
shall be taxed on “all items of income, loss, or deduction taken into account under section
1366(a).” Under that statute, a charity will be taxed on its share of the dividend income
that an S corporation received from the S corporation’s stock investments. However, the
type of dividend described in the preceding paragraph is from the S corporation’s own
business activities and is taxed to shareholders under I.R.C. § 1368, rather than I.R.C.
§ 1366. Consequently, the general exemption that dividends receive from UBIT under
I.R.C. § 512(b)(1) should apply to an I.R.C. § 1368 dividend distribution.
366 Whereas most shareholders do not reduce their basis in their stock when they
receive a Subchapter C dividend from an S corporation, a tax-exempt shareholder is subject to a special rule that requires it to reduce its basis in the Subchapter S stock by the
amount of the Subchapter C-type dividend that it received from the corporation. I.R.C.
§ 512(e)(2).
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tion.367 This could pose tax problems if there is a charitable gift of such
property to a charity that is a shareholder at the time of the gift.368
2. Low Basis of S Corporation Stock Can Cause Problems
If a donor had a low basis in the S corporation stock that was
donated to a charity, then the charity might face several potential
problems. The first is that a cash distribution from the corporation
might be taxable since distributions in excess of basis are generally taxable.369 S corporation shareholders tend to have a lower basis in their
stock than their counterparts who own interests in partnerships and
LLCs.370
The second is that if the S corporation has losses instead of profits,
the charity might not be able to deduct the entire amount of the losses.
The loss deduction is limited to the charity’s basis in the stock and any
unused loss is carried forward to future years.371 This could be a problem if the charity owns interests in other S corporations or partnerships
that generate UBTI and the charity would like to apply the losses
against the other UBTI to reduce the overall UBIT liability. Finally, a
low basis means a potentially higher gain from the sale of the S corporation stock, which will trigger a larger amount of UBIT.
3. Tax Issues for S Corporation with Losses

08/05/2011 14:05:14

367 See I.R.C. § 311(b), which applies to both C corporations and S corporations by
virtue of I.R.C. § 1371(a)(1). By comparison, an identical distribution of appreciated
property from a partnership or LLC would not trigger taxable income to the partners or
members. The principal tax effect from a distribution of property to a partner is that the
partners reduce their “tax basis” in their partnership interest by the amount of the tax
basis of the appreciated property that was distributed. I.R.C. §§ 731(a)(1), 732(a)(1).
For this reason, a partnership or an LLC is considered a better form of business organization to own property that is likely to appreciate in value than is an S corporation.
368 See Article I, supra note 9, at 502-06.
369 See supra note 363 and the accompanying text.
370 The reason for this phenomenon is explained in Article I, supra note 9, at 488-89.
371 I.R.C. § 1366(d); I.R.C. § 1367(a)(2)(B) (for stock), 1367(b)(2) (for debt). For
example, assume a charity has $50,000 of profits from S corporation “A” and $40,000 of
losses from S corporation “B”, and that the charity’s basis in the S corporation “B” stock
is only $30,000. The charity can only use $30,000 of the $40,000 loss to deduct against the
$50,000 of profits, since the loss deduction is limited to the basis of its S corporation stock
and debt. The unused $10,000 is carried forward and can be deducted in a future year
when S corporation “B” has taxable income.
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If the S corporation has losses, the first complication is whether all
of the losses can be deducted if the stock has a low basis (as discussed in
the previous paragraph). A second issue is whether UBTI is affected by
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the “passive loss limitation.”372 That law could prevent a charity or retirement plan from deducting its share of an S corporation’s operating
losses against its share of the S corporation’s interest, dividend and
other “portfolio income.”373 For example if an S corporation informs a
charity that its share of the losses from business operations was $20,000
and its share of interest income was $30,000, the charity might be forced
to pay UBIT on the entire $30,000 rather than just the net $10,000
amount if the passive loss limitation prevents it from deducting the loss.
The IRS instructions to Form 990-T suggest that the passive loss limitation can apply to prevent losses attributable to partnerships and S corporations from reducing a UBIT liability,374 though there is an
argument that the passive loss limitation might not apply.375
4. Is Municipal Bond Interest Subject to UBIT?
Many partnerships and S corporations invest in state and local government bonds since the interest is normally tax-exempt to individuals

30565-act_36-4 Sheet No. 48 Side B
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372 The passive loss limitation prevents individuals, trusts and closely-held corporations from deducting losses from passive partnership and S corporation investments
against their wages and other investment income. For example, assume an individual
owns stock of an S corporation where she does not work. Her share of the S corporation’s income consisted of loss from business operations of $10,000, dividends of $8,000
and capital gain of $7,000. She must pay income tax on the full $15,000 of investment
income. The passive loss limitation prevents her from deducting the $10,000 loss from
business operations against the S corporation’s investment income. I.R.C. § 469(a),
(e)(1), (h)(1). The $10,000 loss is carried forward and is deducted in the year that the
corporation’s business operations produce a profit or when she sells her stock, whichever
occurs first. I.R.C. § 469(b), (g).
373 The issue has not been addressed before since investment income of tax-exempt
organizations is generally exempt from UBIT. I.R.C. § 512(b)(1). However, since the
rules are different for investment income from an S corporation, and since over 40% of S
corporations report operating losses (see Article I, supra note 9, at 512 (Exhibit A)), the
passive loss issue is likely to be very important.
The few situations where passive investment income of a tax-exempt organization
has been subject to UBIT are (a) unrelated debt-financed income under I.R.C. § 514
(see, particularly, I.R.C. § 514(c)(9)(B)(vi) for how debt-financed income of a partnership passes through to a tax-exempt partner) and (b) rent and interest that controlled
subsidiaries pay to parent-charities under I.R.C. § 512(b)(13). Until 1994, passive income
from publicly traded partnerships was also subject to UBIT. See former I.R.C. § 512(c)
(1986) before it was repealed by the Revenue Reconciliation Act of 1993, Pub. L. No.
103-66, 107 Stat. 312.
374 INTERNAL REVENUE SERV., 2010 IRS Instructions for Form 990-T, p. 11 available
at http://www.irs.gov/pub/irs-pdf/i990t.pdf.
375 One argument is that charitable trusts and corporations might not be included in
the list of taxpayers who are subject to the passive loss limitation. For example, publicly
traded corporations are exempt from the rules. I.R.C. § 469(a)(2) provides that the only
taxpayers who are subject to the passive loss limitation are “(A) any individual, estate or
trust, (B) any closely held C corporation, and (C) any personal service corporation.”
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on their federal income tax returns.376 Does the broad sweep of
§ 512(e), which requires a tax-exempt organization to treat all income
attributable to an S corporation as UBTI,377 subject an S corporation’s
municipal bond interest to UBIT? There is a good argument that municipal bond interest — and all other exclusions from income, such as
life insurance proceeds paid upon death — are exempt from UBIT.378
5. Does S Corporation Income Keep Its Character for UBIT?
The two preceding issues are related to another important issue:
does S corporation income keep or lose its character for UBIT? The
issue is most important for charitable trusts, since they generally pay
only a 15% tax rate on long-term capital gains. Clearly the gain from a
charity’s or a retirement plan’s sale of S corporation stock will generate
a capital gain that is eligible for the low 15% rate, but does that rate also
apply to the tax-exempt stockholder’s share of the long-term capital
gains that were earned by the S corporation? The current instructions
to IRS Form 990-T provide that various components of the income of a
partnership and an S corporation are condensed into a single number,
but that long-term capital gains are indeed reported separately so that
they can qualify for more favorable tax treatment.
6. What if the Charity and the S Corporation Have Different
Fiscal Years?

376
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See I.R.C. § 103.
I.R.C. § 512(e)(1)(B) states: “notwithstanding any other provision of this part . . .
all items of income, loss, or deduction taken into account under section 1366(a). . . shall
be taken into account in computing the unrelated business taxable income [of a tax-exempt organization]” (emphasis added).
378 Attorney Lynda Moerschbaecher, of San Diego, California, presented a good
analysis of this issue. Her position is that the definition of UBTI income in § 512 is based
on the definition of income contained in the regular income tax statutes, notably § 61.
Section 512 states that UBTI is gross income less deductions allowed by this chapter (i.e.,
chapter 1, Normal Taxes and Surtaxes). The term “gross income” refers to the same sort
of gross income defined in § 61. That statute begins, “[e]xcept as otherwise provided in
this subtitle. . . (Subtitle A, which is the entire income tax law, including exclusions).
Thus, since § 61 gross income does not include municipal bond interest that has been
excluded from income under § 103 (or any other exclusions for that matter), therefore
municipal bond interest is not subject to UBIT.
379 See I.R.C. § 1378.
377
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S corporations are generally required to use the calendar year to
coincide with the tax years of their shareholders, who are usually individuals.379 What happens if the charity has a different fiscal year end,
such as January 31? Until there is guidance for S corporations, probably
the safest strategy is to conform to the rules that tax-exempt organizations use for reporting income from a partnership that has a different
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fiscal year. They include in income the amount shown on the partnership’s Schedule K-1 that is dated within their own fiscal year.380
7. What Happens if an S Corporation Switches to Become a C
Corporation, or Vice Versa?

E. Structuring a Stock Gift at the Lowest Tax Cost
Under current law, a poorly structured charitable gift of appreciated S corporation stock can produce a greater overall income tax liability than if the donor had sold the stock and contributed the cash
proceeds. An incorporated charity could pay a 35% tax on the gain
from selling the stock whereas the donor would have paid only a 15%

08/05/2011 14:05:14

380 I.R.C. § 512(c)(2); Treas. Reg. § 1.512(c)-1. For example, assume that Public
Charity owned 10% of S corporation stock since the beginning of 2009. Public Charity
received a Schedule K-1 dated Dec. 31, 2009 showing $12,000 of income earned during
calendar year 2009 and another Schedule K-1 dated Dec. 31, 2010 showing $24,000 of
income earned during calendar year 2010. Public Charity has a fiscal year end of June 30.
On its UBIT return for June 30, 2010, Public Charity should report $12,000 of UBTI,
since that is the amount shown on the only Schedule K-1 that was dated between July 1,
2009 and June 30, 2010. It should not attempt to allocate the profits to the months that
the corporation earned them in 2009 and 2010.
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What happens when an S corporation converts to a C corporation
while a charity owns such stock? Presumably it would have to report as
UBTI its share of the S corporation’s income until the date that the S
corporation status was terminated. The obvious question is whether the
conversion would prevent the gain from the stock’s sale from being subject to UBIT. Of course, the opposite situation also raises tax issues: if a
C corporation converts into an S corporation just days before the sale of
the stock, does that make the entire gain taxable UBTI? There is no
guidance at this time. Presumably the test is a bright line standard of
whether the corporation’s status on the date of sale was that of an S
corporation or a C corporation.
One can argue that such a conversion could lead to a significant
manipulation of tax liabilities since it can be done with just the stroke of
a pen. On the other hand, the decision to convert to C corporation or S
corporation status has significant ramifications beyond a charity’s desire
to avoid UBIT. The decision is not taken lightly.
The better solution, of course, is to change the law so that the gain
from the sale of S corporation stock is exempt from UBIT. That would
make the tax treatment of gain from S corporation stock consistent with
the existing exemption from UBIT of gain from selling any other interest in a closely-held business, whether it is C corporation stock, a partnership interest or an LLC interest.
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381 I.R.C. § 509(a)(3). Whereas a Type III non-functionally integrated supporting organization may have a host of legal challenges, a Type I supporting organization that is
controlled by a publicly supported charity is free from many of the constraints, such as
the excess business holdings tax. See supra Part VI.A.7.b.
382 Compare supra Part VI.A.6.b. (private foundations) with supra Part VI.A.7.b.
(supporting organizations).
383 I.R.C. §§ 1(e), (h), 511(b); Treas. Reg. § 1.511-1.
384 I.R.C. § 512(b)(11) states “a distribution made by the trust to a beneficiary described in section 170 shall be considered as a gift or contribution.” See Treas. Reg.
§ 1.512(g)(2).
385 Under the classic step-transaction attack, the Service will argue substance-overform and will consolidate a series of transactions into a single event. As an illustration,
see I.R.C. § 302(2)(D), which states that a series of stock redemptions that might produce
capital gain treatment to the selling shareholders can be reclassified as a single transac-
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tax. Such a result interferes with a charity’s need to apply scarce resources to its charitable mission and with national policies to encourage
the contribution of resources to charitable purposes.
This harsh tax outcome means, as a practical matter, that charities
need to jump through some strange tax hoops to reduce the potential
tax liability. If it is anticipated that donated S corporation stock will be
sold shortly after contribution, the greatest tax savings can usually be
achieved by having an incorporated charity arrange that such gifts be
made to a charitable trust that is classified as a § 509(a)(3) Type I supporting organization.381 The trust can sell the stock and distribute the
sales proceeds to the publicly supported charity.
There are several benefits. First, the supporting organization will
qualify as a public charity even if it only receives a few contributions,
thereby allowing a donor to claim a greater charitable income tax deduction for a gift of appreciated S corporation stock compared to making the same gift to a private foundation.382 Second, the charitable trust
would pay only a 15% tax rate on the long-term capital gain compared a
non-profit corporation’s UBIT rate that could be as high as a 35%
rate.383 Third, when the supporting organization sells the stock and distributes the proceeds to the supported charity, it may be able to claim a
charitable tax deduction of up to 50% of its UBTI, thereby potentially
cutting its UBTI in half.384 Consequently, a charitable trust can theoretically reduce the tax on the sale of appreciated S corporation stock to as
low as 7.5%, after considering the 50% charitable deduction.
What can be done if an incorporated charity has already received a
gift of S corporation stock? One possibility might be to establish a charitable trust as a supporting organization and have the incorporated charity transfer the S corporation stock to it. At this time there is no legal
precedent that explains the tax consequences of such an arrangement or
that specifies the length of time that the trust should hold the stock to
withstand a legal attack as a “step-transaction”.385
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VIII. TAX POLICY IMPROVEMENTS

08/05/2011 14:05:14

tion (that could instead produce dividend income treatment) if they were made pursuant
to a pre-arranged plan.
386 There are many criticisms that Subchapter C taxes U.S. businesses at a higher rate
than their foreign counterparts, thereby placing them at competitive disadvantage.
Michael Knoll, The Corporate Income Tax and the Competitiveness of U.S. Industries, U.
PA. INST. LAW & ECON., Research Paper No. 09-01 (Jan. 15, 2009) available at http://ssrn.
com/abstract=1330434.
387 For recent analysis of the issues, see Walter Schwidetzky, Integrating Subchapters
K and S—Just Do It, 62 TAX LAW. 749 (2009).
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The complicated rules, the widely divergent tax outcomes that vary
with how a charitable gift is structured, and the changing legal and tax
environments suggest that it is time to reform the laws governing charitable gifts by S corporations and their shareholders. Under current law,
a charity will likely pay substantially more income tax on the gain from
selling donated S corporation stock than the contributing shareholder
would. This is not a good result for national policy. A charity can effectively pay substantially less tax than the donor by establishing a charitable trust for the sole purpose of receiving and selling donated S
corporation stock. This requires charities and the Service to devote resources to administer and to monitor numerous charitable organizations
whose sole purpose is to reduce a potential tax obligation on the sale of
donated assets. This, too, is not a good situation.
From the perspective of charities, retirement plans and small business corporations, the situation would be greatly simplified if Subchapter S tax treatment was replaced by partnership tax treatment.
Perhaps Subchapter C is appropriate for publicly-traded companies,
where the corporation is indeed a separate entity from its investor owners.386 Partnership tax treatment is the logical tax treatment for closelyheld businesses, regardless of their structure under state laws as partnerships, LLCs or corporations.387
The explosion of LLCs since the mid-1990’s makes such a change
more politically viable than was the case in 1998 when charities and retirement plans were first eligible to own S corporation stock. The tax
world changed when the “check the box” regulations offered LLC owners the choice between partnership and corporate tax treatment. Small
business owners are now accustomed to the use of an LLC, which affords them the same protection from business liabilities as a corporation, yet it is taxed as a partnership.
Assuming a revolutionary overhaul of Subchapter S is not in the
cards, then several important reforms could be made to existing law
governing the charitable donations made by S corporations and to the
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laws governing the donation, ownership and sale of S corporation stock
by a charity or a qualified retirement plan:
For charitable gifts by S corporations,
1. Make permanent the temporary provision that gifts of appreciated property by S corporations are comparable to
the tax treatment of such gifts made by partnerships,388
and
2. Provide a minimum safe harbor percentage ownership
(e.g., 5%) when a charitable gift to a charity that is a shareholder will qualify as a charitable gift rather than a distribution to a shareholder.389
For charitable gifts of S corporation stock,

08/05/2011 14:05:14

388 I.R.C. § 1367(a)(2). This is one of the “extenders” that Congress repeatedly reenacts when the laws expire. The implications of this law are analyzed in Article I, supra
note 9, at 487-88.
389 See supra Part IV.C. for an analysis of the danger of a distribution to a charityshareholder being classified as a prohibited second class of stock.
390 .See supra Part VI.A.4, especially supra note 236.
391 Compare supra Part VII.A.2. with supra Part VII.A.3.
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1. The current partnership tax treatment of charitable donations of appreciated S corporation stock (the reduction for
the corporation’s ordinary income “hot assets”) is harsh in
contrast to the 100% long-term capital gain that a shareholder would experience from selling the same stock.390 If
the S corporation regime is not replaced by the wholesale
importation of partnership rules, then permit a shareholder
to deduct the full appreciated value of the stock as could
be done with a gift of C corporation stock.
2. Exempt from UBIT a charity’s or a retirement plan’s share
of an S corporation’s investment income, as is currently the
case for the investment income earned by a partnership or
an LLC.391
3. Exempt from UBIT the capital gain recognized from the
sale of S corporation stock. Gains from the sale of C corporation stock, partnership interests and LLC interests
qualify for the general UBIT exemption that apply to capital gains. There is no reason that gains from the sale of S
corporation stock should be singled out for such taxation.
This is probably the most important legislative change that
is needed. Most gifts of closely-held business interests, including S corporation stock, are made with all parties hoping for an imminent sale. In the absence of correcting
legislation, charities can pay more tax than the donating
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shareholders. Unless the law is changed, charities will establish more charitable trusts solely to reduce the tax burden, which is not an efficient use of either charitable or
government resources.
4. Reform the UBIT tax rates so that charitable trusts do not
pay a substantially higher tax rate on income from unrelated business activities than the rates paid by their forprofit competitors, who are typically individuals (who own
interests in LLCs or S corporations) and Subchapter C
corporations.
IX. CONCLUSION AND SUMMARY OF OPTIMAL WAYS OF
STRUCTURING CHARITABLE GIFTS THAT MAY INVOLVE
S CORPORATION STOCK

393
394
395

tax).

See supra Part III.C.
See Article I, supra note 9, at 487-88.
See generally id. at 489-98 (analyzing split-interest charitable gifts).
See generally id. at 499-501 (analyzing charitable gifts and the § 1374 built-in gains
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S corporations hold considerable resources that could be devoted to
charitable purposes. Different tax results occur depending on how the
gift is structured, and both the donor and the charity will seek to minimize the tax cost in order to increase the resources that will be used for
charitable purposes. Given the complicated rules that apply in the three
areas of law that intersect with such gifts — the laws governing S corporations, charitable deductions and tax-exempt organizations— the optimal way to structure a charitable gift under existing laws is to take the
following steps:
1. Usually the best tax results occur when an S corporation contributes
some of its assets rather than if a shareholder contributes stock.
This outcome is the opposite of a comparable gift by a closely-held
C corporation, where the shareholder and the corporation can have
greater tax advantages from the classic shareholder-stock-gift-followed-by-redemption arrangement.392
Typically the best asset for an S corporation to donate is appreciated property, such as appreciated stock or real estate, especially if
the Congress extends the temporary legislation that qualifies such
gifts for tax treatment that is comparable to a partnership’s gift of
such property.393 An S corporation can contribute such property to
a split-interest trust, such as a charitable remainder trust, that is not
eligible to own S corporation stock.394 A charitable gift of § 1374
property can avoid that onerous tax.395
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However, an S corporation should probably avoid making a
charitable gift to a charity that is a shareholder of the corporation.
The transfer could be viewed as a dividend to a shareholder rather
than a charitable gift.396 A dividend of appreciated property could
trigger a taxable gain and could also threaten the S corporation’s tax
status if it is viewed as a second class of stock.397
If a shareholder will donate stock of an S corporation, a charity
should first inquire whether the donor could possibly contribute
some other type of asset instead, such as appreciated publicly traded
stock. Usually a charity does not incur a UBIT liability from the
sale of donated property, but it could incur UBIT liability upon the
sale of donated S corporation stock.398 Furthermore, if the donor is
interested in contributing the stock before a sale of the business, the
parties should carefully calculate the tax savings since in many cases
an S corporation shareholder might have greater tax savings from
selling the S corporation stock and making a cash gift.399
If there will be a donation of S corporation stock, the first precaution is to make certain that the tax-exempt organization is eligible to
be an S corporation shareholder. A domestic charity, whether it is a
public charity or a private foundation, is eligible to be shareholder,
as is a qualified retirement plan.400 Certain types of charitable lead
trusts can be shareholders of an S corporation.401 However, neither
a charitable remainder trust nor an IRA are eligible to be shareholders.402 A transfer to a CRT or an IRA can be excused if it was
inadvertent and if the transaction is undone.403
A charity will want an exit strategy. When can it convert the S corporation stock into cash that can be devoted toward its charitable
purposes?
Since most gifts of closely-held stock contemplate a disposition
within a short time after contribution, the greatest tax savings can
occur if the stock is donated to a charitable trust rather than to a
charitable corporation. An incorporated charity might consider establishing a trust as a supporting organization for this purpose. A
charitable trust benefits from being able to pay a lower capital gains
tax rate on the stock’s sale compared to a charitable corporation
396
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See id. at 502-06.
These issues are explained in detail supra Part IV.C. and in Article I, supra note 9,
at 502-06.
398 See supra Parts VII.A., VII.C.
399 See supra Part VI.A.2.
400 See supra Part V.A.2.
401 See supra Part V.C.2.
402 See supra Part IV.A.
403 See supra Parts IV.E., V.C.5., V.D.3.
397
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and it may be able to claim up to a 50% charitable income tax deduction to offset the UBTI when it disburses amounts to the controlling charity.404
6. If the S corporation stock will be donated to a public charity, there
could be potential excess benefit taxes if the donating shareholder
holds a position of influence with the public charity.405 If the S corporation stock will be donated to a private foundation, donor advised fund or a supporting organization, then the parties must
comply with applicable self-dealing restrictions regardless of
whether the donor holds a position at the charity or not.406 The
private foundation self-dealing prohibitions could be a problem if
the parties intend that the stock will be purchased by a disqualified
person. Similarly, the excess business holding rules generally require these types of charities to dispose of their S corporation stock
within five years.407
There is always the hope that Congress and the Treasury Department will reform the laws governing a charity’s ownership and sale of S
corporation stock so that they will correspond more closely to the rules
that apply to owning and selling comparable partnership and LLC interests. A great first step would be to eliminate the taxation of the gain
from the sale of S corporation stock. This would make a charity’s tax
treatment of a gain from the sale of S corporation stock consistent with
the current tax treatment that applies to a gain from selling any other
type of comparable business interest, whether it is a partnership interest,
LLC interest or C corporation stock.
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